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It takes great people and the right assets to build
world-class capacity and deliver extraordinary results.
At Nexen, we have both.

President’s Review

This is an exciting time for Nexen. For the past few years, we've been developing our world-class assets with the confidence
that these projects would result in significant value growth once on stream. | am proud to say that we've delivered on a huge
promise—producing first oil from our North Sea Buzzard project this past January.

Buzzard is the most significant project we’ve developed since bringing Masila on stream in Yemen over a decade ago.
Completing the Buzzard development on budget and in just three years was a major accomplishment. It included safely manag-
ing more than 17 million staff hours, coordinating hundreds of suppliers and contractors, lifting over 25,000 tonnes of steel and
batiling harsh North Sea weather conditions.

Buzzard is a world-class asset with more than a billion barrels of oil in place. It is one of the North Sea’s largest discoveries
in 15 years and is expected to produce approximately 200,000 hoe/d {85,000 boe/d net to us) of high-margin production at its
peak. In 2007, Buzzard will be the largest contributor o our expected 50% growth in production after royalties, and could help
us increase our cash flow by just as much, assuming commodity prices are similar to last year. This growth profile is impressive and
makes us an industry leader. Yet there is more value to realize at Nexen beyond Buzzard.

Equally exciting is our oil sands resource and strategy. The Canadian Athabasca ail sands is the world's second largest
oil resource and our oil sands projects are in the heart of it. We were an early player in acquiring key landholdings and now
have more than five hillion barrels of recoverable resource. Qur strategy integrates steam-assisted-gravity-drainage (SAGD) with
upgrading technology to produce a high-quality synthetic crude oil. More importantly, our process significantly reduces our need to
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' : 2006 2005 2004
Cash Flow from Operations ($ millions) . 2,669 2,403 1,942
Cash Flow per Share {$/share) 10,18 9.23 7.55
Net Income ($ millions) 601 1,140 793
Net Income per Share {$/share) ' 2.29 438 3.08
Capital Expenditures ($ millions) ' 3,330 2,638 1,681
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purchase natural gas, a key cost driver in competing technologies. As a result, we expect to develop this vast resource at a significant
cost advantage Cver the next decade, we are planning to grow our production here to 120,000 bbls/d using a phased development
approach. This allows,us to cost effectively access the resource as we control the pace of expansion and apply learnings to future
phases. In 2007, we expect tp start up our first phase at Long Lake,

Long Lake is a major development project. In 2006, we completed the SAGD facilities and continued constructmg the
upgrader which is nolw over 80% complete. This involved managing more than 4,000 site contractors every day. Soon we expect
"to begin injecting steam mto the reservoir, followed by bitumen production and start up of the upgrader later in the year. Peak
producltlon -of approxlmately 60 000 bbls/d (30,000 bbls/d net to us) of premium synthetic crude is expected by late 2008 or early
2009, WhI|E we made 5|gn|f|cant construction progress in 2006 we experienced an increase in capital costs due largely to high
levels of activity in the'oil sands. Theugh this was disappointing, the real value of this project will be realized through our estimated
$10/be| operating cost advaqtage. Apply this 1o our five billion barrels of recoverable resource and you can see the value.

T

. While our resource base provides opportunities,
. itisthe innovation and commitment of our people that
turns these opportunities into growth.

-1 [ \ ' |
| ;

Our 2006 financial resuljts were impressive. We delivered record cash flow of $2.7 billion or $10.18 per share and net
income of $601 milliOn or $2.29 per share. 5trong commodity prices and a record contribution from our marketing division
helped ’generate these results' Cur annual production of 212,000 boe/d (156,000 boe/d after royalties} was slightly lower than
our prOJected range due to delays at Buzzard, Syncrude and Aspen—all of which are now in production. Buzzard is on stream and
ramplng up as expected, the 'Syncrude Stage 3 expansion has added 8,000 bbls/d to our production capacity and the additional
development well at A'spen began producing in late December.

In 2066 we carried out! our largest capital program ever, managing our base production and investing in future
growth Yemen remains a core asset and is expected to generate 15% of our projected 2007 cash flow. As Masila matures, we
contmue to manage decllnes and produce the remaining reserves in the most economical and sustainable manner. In the North Sea,
we are gearing up to brlng our Ettrick development on stream in 2008—adding an estimated 16,000 boe/d. Offshore West Africa,
basic engineering for the Usan field development is complete and tendering of contracts is proceeding. We are eager to formally
sanction this project in:2007, as it is projected to add approxirnateIS! 30,000 bbls/d to our production by 2011, On the exploration
front, résults continue to be stitive. During the year, we drilled two successful wells in the Gulf of Mexico and one in the North Sea.
We also continued to a'ppraise our world-class Knotty Head discovery in the Gulf of Mexico, drilling a successful sidetrack well. We
are undertaking anoth?r excitifng global exploration program in 2007 and anticipate new discoveries from the 19 wells planned.

t
1




2006 2005 2004

Production before Royalties {mboe/d) 212 242 250
Production after Royalties {mboe/d) 156 173 174
Proved Reserves ' (mmboe) 1,049 786 B43
Proved + Probable Reserves ' {mmboe) 1,651 1,621 1,650

1 Represents our working interest before royalties using year-end pricing and includes our Syacrude reserves.

We have a number of projects that are expected to generate more value in the future. Our strategy focuses on
identifying growth opportunities and moving into these areas early. Our coalbed methane (CBM) project in Canada demonstrates
our success with this strategy. We built our CBM land position years ago, before the technology to develop this unconventional
resource in the area was proven. We have acquired expertise over the years, and in 2005 we announced the first commercial
development in the Mannville coals. Our CBM production is expected to reach 150 mmcf/d by 2011, which should more than
double our current Canadian gas production. Building on our success, we are taking this knowledge overseas and evaluating one
of the first CBM exploration programs in the UK. We are also an early mover with shale gas in Canada, acquiring a considerable
land position in northeast British Columbia last year. The size of the prize here could be substantial—twice that of CBM—and we
are excited to begin exploring this potential in 2007. We have also set our sights on exploratory basins offshore Norway where the
chances of making a material discovery are high. These examples highlight our diverse portfolio of assets and opportunities that
we expect will deliver production growth and shareholder value well into the future.

Our reserve bookings are beginning to reflect the value in our projects. in 2006, we added 341 mmboe of proved
reserves, replacing our annual production more than four times over. At year end, proved and probable reserves totalled 1,651
mmboe. However, our total captured resource is significantly higher as our booked reserves reflect only a portion of the resource
in our oil sands acreage, CBM leases and undeveloped discoveries like Knotty Head. Including these, you can see the significant
capacity we have,

Our ability to deliver is anchored by our corporate values across the organization, from our supportive and
participative Board of Directors, to our creative and dedicated employees and management team. We operate in a safe and
environmentally responsible manner and last year achieved our best-ever employee/contractor safety performance. This is
outstanding given the millions of staff hours worked. t extend my thanks to each employee for their commitment to safety,

integrity and excellence.

Externally, we are recognized for our results and the way we do business. Last year, we received several awards
highlighted later in this report which reflect our high standards in safety, leadership, social responsibility, reporting and corporate
governance. | am proud that Nexen has once again been named cne of the 50 best employers in Canada and remains in the Dow
Jones Sustainability Index for the sixth year. Our relative market performance is also notable. For the second year in a row, our
stock outperformed our North American peers and over the past three years has appreciated by an impressive 270%.

With so much value-added progress at Nexen, we are gearing up for an exceptional future. | am proud to lead
a company that stays irue to its values, its people and its sharehalders. | invite you to learn more about us at our Annual General
and Special Meeting in Calgary, Alberta on April 26, 2007.

Charlie Fischer
President and CEO
February 26, 2007
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Bringing Buzzard on stream was a significant milestone. It is one of the largest projects undertaken at Nexen
| H '
|
. | . | . . . . . .,
in terms of size, cost and production volume. With Buzzard ramping up, Long Lake coming on stream and additional
|

! 1 . ; . ) . -
p'rodu:ction from Syncrude, we are on track to grow production after royalties by 50% in 2007. This is not some-
| ; :

thing many companie‘ts can do, and the growth doesn’t stop there. With Buzzard

as a cornerstone, we have an exciting future in the North Sea. We have more

than 800,000 net undeveloped acres and a robust exploration and development

program. It includes drilling five exploration wells in 2007, devel-
|

oping Ettrick and optimizing production from our Scott, Telford

'

and Farragon fields. We will also begin exploring offshore Norway
|

' {
where we were recently awarded four blocks. At Nexen, we have

the assets and the people to deliver extraordinary results.

Paul Doble

!
Buzze:'d Gerneral Manager
and UK Projects Director
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‘ ‘ It’s very rewarding to work for a company that delivers on its
promises and lives its values day in and day out. For the first
time ever, our operations at Scott/Tefford went 500 days
without a lost-time injury. This is a huge accomplishment

and shows our commitment to safety. ”
scoTT

PLATFORN

Kevin Tracy
Feld Manager
Scott/Teiford
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We believe innovation %:nd technology are the keys to developing our long-life resource base. Our oil sands

| : i
strategy illustrates this best. We've taken conventional te'chnologies commonly used around the world and uniquely
: | ’

' configured them. As a résult, we have a patented process that will produce higher-
quality synthetic crude a:t much lower operating costs than other oil sands projects.
Elsewhere in Canada, welare testing several enhanced heavy oil recovery technigues.
Current primary recoverie;s are about 7%, and with over 2 billion barrels of oil in place
on our existing heavy oil lands, even a small increase in recovery factor

can have a significant impact. [t's a competitive industry out there and

our innovative thinking—big and small—gives Nexen an edge.

Nolan Palmquist
Operations Manager
Long take t
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for innovative thinking

M
6 5 We believe companies that push the envelope on technology will find the \‘w
big prize. That’s why every day we look for innovative ways to explore the : Do _
Gulf of Mexico. We've been using seismic data to interpret deep-water A n o e
sub-salt plays and today are considered technical experts among our o : 3 a oy 1 -'-:; :
peers, in fact, we've had a major energy company partner with us R ; it \ BRI

for this expertise. A great win for a company our size—all created

by innovative thinking. 99 e

Brian Reinsborough
Chief Operating Dfficer
Nexen Petroieum USA




The way we do btllsiness is not just a value—it’s a defining characteristic of our company. Our mission is

to gl’O\iN value responsibly., To accomplish this, we go beyond regulatory requirements in all areas of our business. In ¥l
| 3

- .sA!Eﬂ

2006 we invested in our first renewable energy initiative, a wind farm in southern
Alberta. At full capacity, it will produce enough green energy to power approx-
imately 25,000 homes. And we continue to invest in the communities where we
operate. In Yemen, we sponsor projects that support health, education, civic and
community development. This includes awarding.scholarships to
promising Yemeni students, enabling them to study and graduate
from post-secondary education programs in Canada. We are proud .

of our giobal reputation to go beyond what is required.

Bill Gourley
Senior Advisor

Commuruty Affairs

——
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| to go beyond .~

‘ ‘ Nexen is a company that does the right things for the right
reasons. | was honoured to accept the Conference Board of
CanadalSpeﬁcer Stuart National Award in Governance on
Nexen's behalf. The award recognizes Nexen's exceptional
governance practices, including an innovative approach to

discussing governance issues with stakeholders and making

improvements. I'm pleased that Nexen’s fong-term commitment

to good governance is being recognized, ’ ’

Francis Saville
Chair of the Board



uhdersta‘nd their needs, the dedication and skills of our 3,200 employees worldwide are integral to

our success. We recognize the importance of cur employees and strive to be an employer of choice.
i H

We provide attractive compensation and benefit programs and are constantly seeking feedback to

.improve..For example in 2006, employees were provided with the opportunity to increase flexihility

in their work schedules. We are a company with an exciting future and a suite of

world-class assets. This creates tremendous diversity in career opportunities and

experiences ranging from the dynamic marketing trading floor to the demanding

environment of offshore platforms. At Nexen, we see
!

i “, -
v o .
| l! opportunities. We see commitment. We see value.

!
Harpal Brar |

Man;ager, Risk Analysis and Reporting
Nexen Marketing




to build our future | |

66 Nexen is a company rich in opportunity, diversity and leadership. t've had
the privilege of working on exciting projects in Canada, Colombia and
the UK and all have been successful thanks to the commitment of the
people involved. it's fun being part of a team that sets their sights
on big things and then provides the tools and encouragement to
succeed. Nexen is a well-respected company, operating with integrity

and accountability, and | take pride in being part of it. 99

Heather Rogan
UK Techrical Analyst and
Semior Engineer;, Colombia



Bﬂi|dihg Our Future
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Our rfich and diverse portfolio has the right building blocks to deliver big value to shareholders.
Here are the results, of our capital investment—both achieved in 2006 and expected in

the future.

I | :
Achievements in 2006:
| co
| Buzzard development completed and on stream in January 2007
L

| Syn:crude expansion completed, adding 8,000 bbls/d of capacity to us
I New Aspen development well on stream; current field rates approximately 18,000 boe/d
I Long Lake project on track to start up in 2007

1 Exploration successes achieved in the Gulf of Mexico and North Sea

i
Looiking ahjéad,i we expect: |
Ll |

Net production to increase 50% with new volumes from Buzzard, Long Lake and Syncrude

|
2 0 07 I Buzzard to ramp up to peak rates of 200,000 boe/d (85,000 boe/d net to us)
7 I Long Lake steam injection to begin, followed by bitumen production and upgrader start up
|

Usan development, offshore Wesi Africa, to be formally sanctioned

I Long Lake production te increase to peak raies of 60,000 bbls/d {30,000 bbls/d net to us)
I Eitrick to come on stream, ramping up to approximately 16,000 boe/d net to us

I Knotty Head delineation to continue; additional well to be drilled
I Long Lake Phase 2 to be sanctioned

CBM production to grow to approximately 150 mmct/d net to us by 2011

Usan to come on stream, adding approximately 30,000 boe/d net to us by 2011
Knotty Head development to begin before the end of the decade

il sands production to reach about 120,000 bbls/d net to us over the next decade




UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549
FORM 10-K
ANNUAL REPORT PURSUANT TO SECTION 13 or 15{d) of
THE SECURITIES EXCHANGE ACT OF 1934
For the year ended December 31, 2006
Commission File Number 1-6702
NEXEN INC.
Incorporated under the Laws of Canada

exen
98-6000202
{.R.S. Employer Identification No.)
801 — 7th Avenue S.W.
Calgary, Alberta, Canada T2P 3F7
Telephone - (403) 639-4000
Web site - www.nexeninc.com

Securities registered pursuant to Section 12(b) of the Act:

Title Exchange Registered On

Commaon shares, no par value The New York Stock Exchange
The Toronto Stock Exchange

Subordinated Securities, due 2043 The New York Stock Exchange
The Toronto Stock Exchange

Securities registered pursuant to Section 12{g) of the Act: None.

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act.
Yes o/ No

Indicate by check mark if the registrant is not required 1o file reports pursuant to Section 13 or Section 15(d) of the Exchange Act.
Yes __ No_y_

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months, and {2) has been subject to such filing requirements for the past 90 days.

Yes ¥ No__

Indicate by check mark if disclosure of delinquent filers pursuant to Iltem 405 of Regulation 5-K is not contained herein, and will not be
contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by reference in Part
I of this Form 10-K or any amendment to this Form 10-K.

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer.
Large accelerated filer _y  Accelerated filer ___ Non-accelerated filer ___

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yes _ No __

On June 30, 2006, the aggregate market value of the voting shares held by non-affiliates of the registrant was appraximately
Cdn $16.5 billion based on the Toronto Stock Exchange closing price on that date. On January 31, 2007, there were 262,830,108
commaon shares issued and outstanding.



. v TABLE OF CONTENTS

PART | Page
ltems 1 and 2. ) Business and Properties o . 2
ltem 1A. 1 Risk Factors ‘ 28
tem 1B. ; Unresolved Staff Comments ’ 34
- lieém 3. . Legal Proceedings , . 34
Item 4. " Submission of Matters to a Vote of Security Holders 34
PART Ul . | '
Item 5. Market for the Registrant’s Common Equity, Related Stockhelder Matters and
. | lssuer Purchases of Equity Securities | 35
- Item 6. Selected Financial Data " . 36
Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations 38
ltem 7A. I Quantitative and Qualitative Disclosures About Market Risk . 77
ltem 8. ' Finanhcial Statements and Supplementary Data © B4
Item 9. . Changes in and Disagreements with Accountants on Accounting and Financia) Disclosure 137
Item 9A. i Contrals and Procedures . ' 137 -
PART HI ! | !
Items 10 and 11., Directors, Executive Officers and Corporate Governance, and Executive Compensation 140
lte‘lm 12. A Securlty Ownership of Certain Beneficial Owners and Management and
. L -Related Stockholder Matters ', i . 169
Item 13. ' Certain Relationships and Related Transactions, and Director Independence 170
ltem 14. " Principal Accounting Fees and Services | 171
PART IV N | . )
ltern 15. ! Exhibits Financial Statement Schedules 173

Specnal Note to Canadlan Investors — see page 81

Unless ,we indicate c‘;therwrse all dollar amounts ($) are in Canadian dollars, and oil and gas volumes, reserves.and
related performance‘ measulres are presented on a worklng ||nteres‘t before-royalties basis. Where appropriate, informa-
tion on an after-royalties blasrs is provided in tabular format. Volumes and reserves include Syncrude operations unless
otherwl'rse stated. | J\ o

Below is a list of terms specrflc to the oif and gas industry. They are used throughout the Form 10-K.

/d = per day mboe: = thousand barrels of oil equivalent
bbt) = barrel | ! mmbge = million barrels of oil equivalent
mbbls = ‘thousar;rd barrels mcf b= thousand cubic feet

mmbbls = million barrels rmct = million cubic feet

mmbtu = million British thermal units bf = billion cubic feet

km = kilometre WTI = West Texas Intermediate

M\N" = megaV\)att NGL = natural gas liquid

In this 10-K, we refer to oil and gas in common units called barrel of oil equivalent (boe). A boe is derived by converting six

thousand cubic feet of gas toI one barral of oil {&mcf/1bbl). Th|5 conversion may be misleading, particularly if used in isolation,
as the 6mcfl1bb| ratia'is based on an energy equwalency at the burner tip and does not represent the value equivalency at the

well head. ‘ ‘

t

The!noon-day Canadian to US dollar exchange rates for Cdn $1.00, as reported by the Bank of Canada, were:

(us$) ! December 31 Average High Low
2002 ' 0.6331 0.6369 0.6618 0.6199
2003 ' 0.7738 0.7135 0.7738 0.6350
2004 ‘ . 0.8308 0.7683 0.8493 0.7159
2005 0.8577 0.8253 0.8690 0.7872
2006 0.8581 0.8818 0.9099 0.8528

On January 31, 2007 the noon-day exchange rate was US $0.8480 for Cdn $1.00.

Electromc copies anf our fl|||ﬂgS with the Securities Exchange Commission (SEC) and the Ontario Securities Commission (O5SC)
(from November 8, 2002 onwlard) are available, free of charge, o_n our website (www.nexeninc.com), Filings prior to Novemnber 8,
2002 are available free’ of cha'rge, on request, by contacting our-investor relations department at 403.699.5931. As scon as rea-
sonably practicable, our filing§ are made available on our website once they are electronically filed with the SEC andfor the OSC.
Alternatwely, the SEC and the‘ 0S¢ each maintain a website {waw sec.gov and www.sedar.com) that contains our reports, proxy

and information statements and other published information that have heen filed or furnished with the SEC and the OSC.
b
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Business and Properties.

ABOUT US

Nexen Inc. (Nexen, we or our) is an independent, Canadian-
based, global energy company. We were formed in Canada in
1971 by the combination of the Canadian crude oil, natural
gas, sulphur and chemical operations of two subsidiaries of
QOccidental Petroleum Corporation {Occidental). We've grown
from producing 10,700 boe/d before royalties with revenues
of $26 mi[lion in 1971, to 211,700 boe/d before royalties
{including Syncrude production) and revenues of $3.9 biltion
in 2006. We achieved this growth through exploration success
and strategic acquisitions. In more than 30 years of operations,
we have been profitable every year, except one, and have been
paying quarterly dividends consecutively since 1975.

In the 1970s, we expanded our western Canadian assets
and entered the US Gulf of Mexico. We finished this decade
with production of approximately 11,000 hoe/d before royalties
and revenues of $126 million.

In the 1980s, we continued to expand in western
Canada by acquiring Canada-Cities /Service, Ltd. in 1983.
This acquisition doubled our size and included an interest in
the Syncrude Joint Venture, our entry into the Athabasca oil
sands. Acquisitions of Cities Offshore Production Co. in 1984
and Moore McCormack Energy, Inc. in 1988 established our
presence in the Gulf of Mexico. We finished this decade with
production of approximately 68,600 boe/d before royalties
and revenues of $591 million.

In the 1990s, we had two defining events: discovering oil
on the Masila block in Yemen and acquiring Wascana Energy
Inc. The first of 17 fields at Masila was discovered in 1991,
and Masila' has produced more than 940 million barrels since

start up in 1993. Our 1997 purchase of Wascana Energy Inc.’

almost tripled our Canadian production. In 1998, we entered

" Australia with an. interest in the offshore Buffalo field and

Nigeria as the operator of the Ejulebe field. Also in 1998,
we discovered Ukot on Block OPL-222, offshore Nigeria, the
first of several discoveries to date on the block. We finished
this decade with production of approximately 239,200 boe/d
before royalties and revenues of $1.7 hillion.

So far in the 21st century, 'we have made a number of
discoveries, two strategic acquisitions and completed a non-
core divestiture program. In 2000, we discovered Gunnison in
the deep-water Gulf of Mexico and Guando in Colombia. We
joined with Ontario Teachers' Pension Plan Board (Teachers)
to acquire Ocaidental’s remaining 29% interest in us. Teachers
purchased 20.2 million common shares. We repurchased the

remaining 20 million common shares for $605 million, which
would have had a value of more than $2.6 billion at year-
end 2006. We also exchanged our oil and gas operations in
Ecuador for Occidental's 15% interest in our chemical opera-
tions and we changed our name to Nexen Inc. from Canadian
QOccidental Petroleum Ltd. In 2001, we discovered Aspen in
the deep-water Gulf of Mexico and signed a joint venture
agreement with OPTl Canada Inc. to develop, produce and
upgrade bitumen at Long Lake in the Athabasca oil sands. In
2002, we discovered Usan, the second discovery on OPL-222,
offshore Nigeria. In late 2003, we discovered two fields on
Block 51 in Yemen. In 2004, we acquired properties in the
UK North Sea, providing us with operatorship 6f the Buzzard
discovery, the producing Scott and Telford fields and 700,000
exploration acres.

We’ve grown from producing 10,700 boe/d
in 1971 to 211,700 boe/d in 2006. In 2007, we
expect our net production to grow by 50%.

In 2005, we sold Canadian conventional oil and gas
properties producing approximately 18,300 boe/d before roy-
aliies and monetized 39% of our chemical business through
the initial public offering of the Canexus Income Fund. We
also made a potentially significant discovery in the Gulf of
Mexico at Knotty Head and commenced commescial develop-
ment of our first coalbed methane (CBM) project in the Fort
Assiniboine area in western Canada. n 2006, we completed
our .major development project at Buzzard on budget and
made significant construction progress at our Long Lake proj-
ect in the Athabasca oil sands. In early January 2007, Buzzard
produced {irst oil. With Buzzard an stream, followed by Long
Lake later in the year, we expect our production after royal-
ties in 2007 to grow by more than 50%, net of declines. Our
portfolio of assets, combined with our talented people and
an active exploration program, are expecied to provide future
growth for our company.

For financial reporting purposes, we report on four main

segments:

I oil and gas;

b Syncrude;

I energy marketing; and
t. chemicals

Our oil and gas operations are broken down geographi-
cally into the UK North Sea, US Gulf of Mexico, Canada,
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Yemen and Other International {currently Colombia and
offshore West Africa). Results from our Long Lake project
are included in Canada. Syncrude is our 7.23% interest in
the Syncrugie Joint Veniure. Energy marketing includes our
growing crude oil, natural gas, natural gas liquids, ethanol
and power marketing business in North America, Europe
and southe;':tst Asia. Chemicals includes operations in North
America and Brazit that manufacture, market and distribute
sodium chllorate, caustic soda and chlorine through the
Canexus Limited Partnership.

Productibn revenues, net incorme, capital expenditures and
identifiable assets for these segments appear in Note 20 to
the Consolldated Financial Statements and in Management's
Discussion and Analysis of Financial Condition and Results of
Operations (fMD&A) in this report.

+

STRATEGY | f
Our goal is to grow long-term value for our shareholders.

We define value growth as increasing reserves, production, cash
flow and net income over the long term. We believe in develop-
ing our competitive advan:t'age, which generates opportunities
for long-term success in lo'ur ever-evolving industry. As con-
ventional basins in North America imature, we have developed
specific capabllltles in ail sands, coalbed methane (CBM), deep-
water technp!ogy and intérnational locations. These enable us
to focus onjspecific types-of projects, as we transition toward
major projects n established basins, exploration in less mature
basins and exploitation of unconventional resources.

Today, wj'e are building new sustainable businesses in west-
ern Canada; the North Sea, Gulf of Mexico, and offshore West
Africa, capitalizing on the followirig corporate strengths:

I We are successful deep-water explorers with significant
discoveries at Knotty Head in;the Gulf of Mexico and at
Usan, offshore Nigeria; '

I We are skilled project managers with major development
projectsiat Buzzard in 'the North Sea, and Long Lake in
Canada’_s Athabasca oil sands. In 2006, Buzzard was com-
pleted on budget and just days after the original projected
start up:date. At Long Lake, construction is progressing

" well and we expect the SAGD production aperations to be
on stream by the end of the first quarter in 2007, followed
by the start up of the upgrader late in the year; :

I We are annovatlve in our application of technology. Long
Lake is el';-xpected o be_ the first cil sands project to use
gasificat:ion technology to sighificantfy reduce the cost of
produging bitumen; -

1 We are:

1
|
an internaticnal operator with a proven track

‘ i ‘ ‘ . ;
! record of successful business ventures in Yemen, the
! United Kingdom, Nigeria, Colombia and Australia; and

1| From time to time, we supplement our growth with acqui-
! sitions, such as our strategic entry into the UK North Sea
| in 2004, .

' The location and scale of our operations often result in
an extended peniod of time from the capture of opportunities
to first production and non-linear year-over-year growth in
re:serves and production. Significant up-front capital invest-
rn;ent is often required prior to realizing production and free

- cash flows. We fund this investment by maximizing cash flow

frbm our producing assets, issuing long-term debt and selling

n?n-core assets into attractive markets.
i

: We are building sustainable businesses with
major projects in established basins, explo:tatnon
l of unconventional resources and exploratlon

I
| Qur long-term strategy focuses on building capacity by

ensuring we have a sufficient inventory of opportunities for
future growth. With Buzzard on stream, followed by Long
La'ke later this year, we expect to deliver significant production
gr;owth. In fact, in 2007 we expect our production after royal-
ties to grow by more than 50%, net of declines. However, the
grlowth does not stop there. Beyond 2007, we have a number
of opportunities that are expected to provide production
growth and create shareholder value well into the next decade.
These opportunities include undeveloped discoveries at Knotty
H(jead in the Gulif of Mexico, Usan and Ukot offshore Nigeria,
various discoveries in the UK North Sea, together with develop-

'mient of our CBM and additional ofl sands leases in Canada.

! In creating sustainable businesses, we are commiited to
géod corporate governance and social responsibility. We believe
tﬁat over the long term, companies that follow sustainable
business practices outperform those with narrower priorities.
We foster dialogue with stakeholders about our operational
opportunities and challenges, from exploration to production to
reclamation. Qur goal is to help stakeholders become engaged
participants in a continuing consultation process, while balanc-
in:g their multiple, and sometimes conflicting goals.

UfNDERSTANDING THE OIL AND GAS BUSINESS

! The oit and gas industry is highly competitive. With strong
global demand for energy, there is intense competition to find
and develop new sources of supply. Yet, barrels from different
re;servoirs around the world do not have equal value. Their
value depends on the costs to find, develop and produce



the oil or gas, the fiscal terms of the host regime and the
price products command in the market based on quality and
marketing efforts. Our geal is to extract the maximum value
from each bérrel of oil equivalent, so every dollar of capital we
invest generates an attractive return.

Numerous factors can affect this. Changes in crude oil and
natural gas prices can siglnificantly affect our net income and
cash generated from operating activities, Consequently, these
prices may also affect the carrying value of our oil and gas
properties apd how much we invest in oil and gas exploration
and development. We attempt to reduce these impacts by
investing in ‘projects we believe will generate positive returns
at relatively low commodity prices.

Realized prices for our oil and gas products are mainly
determined by volatile global crude oil and natural gas mar-
kets. With many alternative customers, the loss of any one
customer is not expected to have a significant adverse effect
on the price! of our products or revenues, Qil and gas produc-
ing operations are generally not seasonal. However, demand
for some of our products can have a seasonal component that
can impact price. In particutar, heavy oil is generally in higher
demand in the summer for its use in road construction, and
natural gas is generally in higher demand in the winter for
heating. We manage our operations on a courtry-by-country
basis, reflecting differences in the regulatory and competitive
environments and risk factors associated with each country.

OIL AND GAS OPERATIONS .

We have oil and gas operations in the UK North Sea us Gulf
of Mexico, western Canada, Yemen, offshore West Africa and
Colombia. We also have operations in Canada’s Athabasca oil
sands which produce synthefiE crude oil. We operate most of
our production and continue to develop new growth opportuni-
ties in each area by actively exploring and applying technology.

2006 Production before Royahties .

Yemen {44%)

Canada (18%) '
Gulf of Mexico {17%)

North S¢a (9%)

Syncrude (9%)

Other International (3%}

In this Form 10-K, we provide estimates of remaining
guantities-of oil and gas reserves for our various properties.
Such estimates are internJaIIy prepared. We had 98% of our
reserves assessed by independent reserves consultants. Their
assessments are performed at varying levels of property
aggregation and we work with them to reconcile the dif-
ferences on the portfolio of properties to within 10% in the
aggregate. Estimates pertaining to individua! properties within
the portfolio often differ by significantly more than 10%,
either positively or negatively. Refer to the section on Qil ang
Gas Accounting - Reserves Determination on page 71 for a
description of our reservas process.

North Sea—United Kingdom (UK)

The UK is one of our key growth areas. In 2004, we
acquired a 43.2% operated interest in the Buzzard develop-
ment, a 41% operated interest in the Scott field, a 54.3%
operated interest in the Telford field, the Scott production
platform, interests in several satellite discoveries and more
than 700,000 net undeveloped exploration acres for US$2.1
billion. This acquisition established us as a significant regional
player with concentrated assets, infrastructure and explora-
tion and development potential for future growth. |t added
high-margin reserves and production, diversified our world-
wide portfolio by adding strong assets in a stable jurisdiction,
and complemented our other longer cycle-time projects.

i
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Nexen Inc.

Our UK? strategy is focused on exploration and exploitation
oppartunities near existihb infrastructure. We have a number
of exploita'tion opportun'ifies in our existing fields and smaller
satellite undeveloped d1scover|es near mfrastructure Most
of our untlaxpiored acreage is near Scott/Telford, Buzzard or
Ettrick which is currently being developed. As a result, new
discoveries‘could be tied-in relatively quickly, upon success.

During' the year, we produced 20,200 boe/d before

royalties (:20,200 after’ royalties) in the UK, which was -

approximately 10% of Nexen's total production. At year end,
the UK had proved reserires of 182 mmboe before royalties
(182 after’ royalties} repriesentin'g about 17% of our total
proved oil and gas and Syncrude reserves.

i
I

Buzzard Development - '
The Buzzard field is Iocated in the Quter Moray Firth,

central North Sea, about 60 mrles northeast of Aberdeen, '

in 317 feet of water. Thei field was ‘discovered in 2001 and
construction was completed in 2006, with production com-
mencing early January 2007. During the year, we installed the
utilities and production topsides, drilled the initfal development
wells and completed hook-ups and project commissioning. The
facilities have the capacity to process up to 200,000 bbls/d of oil
and 60 mrr:rcf/d of gas, including the removal of hydrogen sut-
phide. Based upon recent drilling results, we have experienced
more well-to-well variabriiiy in the concentration of hydrogen
sulphide th;an previously 'seen, We expect existing equipment
and processes will allow us to manage this variability for at
least the first two to three years of production. As we continue
10 produce: and acquire additional reservoir information, we
will determine whether additional equipment will ultimately
be requrred We antlcrpate the figld will be produced through
27 productron wells and reservorr pressure will be maintained
through an. active water-flood program. Buzzard is one of the
largest discoveries in the UK North Sea in the past ten years.

'
i i

Buzzard is on stream and ramping up to
\ | L
estimated peak rates of 85,000 boe/d net to us.

' [
r

Ettrick De\::elopment N

We are progressing development of the Ettrick field which
is expected: to begin producing irir the first half of 2008, with
our share expected to average approximately 16,000 boe/d
{before and after royalties). Development includes dritling three
production:wells tied back to aE leased floating production,
storage and off~|oadinglvessel (:FPSO) and is approximately

! r

W Nexen acreage
QO Producing / Development Assets
©Q Exploitation in Progress

a Farragon

Scotland O Selkirk
« [ 8

fAberdeente “

]

3?0% complete. Our share of full-cycle development costs is
estimated at $460 million. In 2007, we plan to invest $235
million in subsea development including drilling three develop-
ment wells and one water injection well,

QK Production
! Buzzard began producing at the beginning of January
2007. We expect to reach peak gross production rates of
dpproximately 200,000 bbls/d of oil and approximately 30
nfrmcf/d of gas, with our share about 85,000 boe/d (before
and after royalties} in the first half of 2007. Oil from Buzzard is
exponed via the Forties pipeline to the Grangemouth refinery in
%cotland. (as is exported via the Frigg system to the S, Fergus
({165 Terminal in northeast Scotland. In 2007, we fplan to invest
approximately $130 million to pre-drill and complete 11 future
production and injection wells.

, Scott and Telford are producing fields with additional
dxploitation opportunities. Scott, in which we have a 41%

‘working interest, was discovered in 1987 and began produc-

ing in September 1993. We have a 54.3% working interest in
Telford, which was discovered in 1991 and came on stream in
1996. In 2008, our share of Scott and Telford royalty-free pro-
duction approximated 16,000 boe/d, of which 80% was oil.
Cil and gas is produced through numerous subsea wells
and platform wells. Qil is delivered to the Grangemouth refin-
ery in Scotland via the Forties pipeline, while gas is exported
vra the SAGE pipeline to the St. Fergus Gas Terminal in



northeast Scotland. In 2005, the Scott platform underwent a

significant maintenance turnaround and facilities upgrade to
improve reliability and extend facility life. In 2006, the flare tip
and flare tip supporting structure were upgraded. In 2007, we
plan to invest approximately $45 million to drill, complete and
tie-in three development wells.

QOur 2004 UK acquisition included a non-operated interest
in Farragon, a small satellite discovery, which was brought on
stream in Novemnber 2005. In 2006, our 20% share of royalty-
free production from Farragon was 3,700 boe/d.

Exploration and Undeveloped Assets

In early 2007, we completed drilling, operations at our
Golden Eagle prospect and we encountered hydrocarbons. A
successful sidetrack was drilled to abpraise the accumulation
and we are currently evaluating development options. We
have a number of smaller discoveries on operated blocks near
Scott, Buzzard and third-party facilities as follows:

Field : tnterest (%) Operator Status Comments

Duart 50 non-operated discovery near Scott; first oil expected in late 2007

Black Horse 40 operated discovery near Scott; evaluating development alternatives
Bugle 82 operated discovery near Scott; well planned for 2007

Dolphin 42 operated discovery near Scott; evaluating development alternatives
Golden Eagle 34 operated discovery near Ettrick; evaluating development alternatives
Perth 42 operated discovery near Scott; evaluating development alternatives
Polecat 40 operated discovery near Buzzard; evaluating development alternatives
Selkirk 38 operated appraisal well planned for 2007

Yeoman 50 operated discovery near Scott; evaluating development alternatives

Development is progressing at Duart. In 2007, we plan
to drill a development well and bring the field on stream
before year-end.!The other discoveries are in various stages
of evaluation.

During 2006, we drilled unsuccessful exploration wells at
Zanzibar and Black Cat. These wells encountered non-com-
mercial hydrocarbons and were abandoned. In 2007, we
expect to drill five exploration and appraisal wells. The off-
shore drilling rig market is currently tight, however, we have
secured drilling rigs for most of our 2007 North Sea explora-
tion and development program.

Coalbed Methane {CBM)

In 2006, we a'cquired an 80% working interest at an emerg-
ing CBM opportunity in the UK. CBM is commonly referred to
as an unconventional form of natural gas because it is primar-
ily stored through adsorption by coal in coal deposits rather
than in the pore space of the rock like most conventional gas.

- The gas is released in response to a drop in reservoir pressure,
If the coal deposit is water saturated, water generally needs to
be extracted to reduce the pressure and allow gas production

" to occur. If the coal does not produce water and is "dry", gas
will be produced from initial developmént. Water-producing
C8M wells in the United States generally show increasing gas
production rates for a period of approximately one to three
years before gas rates begin to decline.

During 2006, we drilled two exploratory wells at our
UK CBM opportunity. The wells encountered all the coal
seams expected. In 2007, we plan to continue assessing the
potential of this investment by drilling additional wells and
production testing them.

Fiscal Terms

UK fiscal terms are favourable. New discoveries pay no
royalties and result in cash netbacks that are higher than our
compan'y average. Scott is subject to Petroleum Revenue Tax
(PRT), although no PRT is payable until available oil allowances
have been fully utilized, which isn‘t expected before 2012,
Once payable, PRT is levied at 50% of cash flow after capitat
expenditures, operating costs and an oil allowance. PRT is
applicable to fields receiving development consent prior to
March 1993. The Buzzard, Telford and Farragon fields are
not subject to PRT. PRT is deductible for corporate income tax
purposes. The UK corperate income tax rate is 30% of tax-
able income. Income from ail and gas activities is also subject

to a supplemental charge. The UK government increased this .

charge from 10% to 20%, effective January 1, 2006. The
amount and timing of income taxes payable depends on many
factors including price, production, capital investment levels
and available tax losses.
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I deep -water prospects near existing infrastructure; and

I
Gulf of Memco—%Unlted States (US)

Thle Gulf of Mexlrco is an integral part of our growth strat-
egy. Large duscoverles relatrvely high success rates, production
rnfrastructure and attractrve ‘fiscal terms make the deep-water
Gulf of Mexico one of the worlds most prospective sources for
oil and gas. The deep water, prospects generally have rnultiple
sand5|and high productron rates, factors which reduce risk
andi |mprove econom|cs Technology to find, drill, and Idevelop
discoveries is raprdly progressing and becoming more cost
effective. The deep-'u‘vater Gulf is relatively near infrastructure
and C(I)ntinental US markets, |enabling discoveries to be brought
on strearn in a reasonable perlod of time.

Our strategy in the Gulf is to explore for new reserves,
explort our exrstrng asset’ base and acquire asséts with
upside potential. We focus ‘our exploration program Ipn three
strategtc play types ‘ f ,
| deep -shelf gas prospects S

| deep -water, sub- |salt plays with potential to become new

core areas. i i

Tt%ese plays are relatlve!y under-explored, hold potentral
for large drscoverres and have attractive fiscal terlms The
shorter-cycle times ' for shelf gas and deep-water prospects
near mfrastructure complement the longer-cycle times for

deep- water sub- salttplays Although competmon in the Gulf
| !
\ N
US Production

2006

% Undeveloped Discoveries
W Exploration Blocks
& Producing 7 Development Blocks
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is strong, we expect the avaitability of expiring acreage over
the next few years to provide us with access to additional
exploration opportunities.

In 2006, we invested $595 million on exploration and
development activities in the Gulf. This resuited in discoveries
at Alaminos Canyon Block 856 (Great White West) and Ringo.
In 2007, we plan to invest approximately $585 millicn in the
Gulf to further our strategy.

I
1. :
| | | 2005 - 2004
} l ‘ . Before iafter} ©  Before After Befcj:re After
1 i . - .
{mboe/d) ¥ } Royalties Royalties Royalties Royalties Royalties Royalties
Deep-water A { 19.6 ‘175 24.0 215 321 287
Shallow-water o i .15.9, 132} 17.6 146 226 18.8
Total , ' : | 35.5 ‘

| f | '

In 2006, we produced approxrmately 35,500 boe/d before
royaltres (30,700 after royaltres) representing approxumately
17%1of Nexen's total productlon including Syncrude. This
was Iess than expected due to timing delays at Aspen and
weatper related drsruptrons Weather is a risk in the Gulf
of Mexrco speclfrcally troprcal storms and hurricanes can
damage facifities, drlIIrng rigs and surrounding infrastructure,

interrupt pruductrcm| and delay exploration and development
programs, Storms |'n 2005 caused- damage to third- partyi
|nfrasltructure and as a result approximately 4,000 boe/d Ofi
our pre -storm productron was shut-in for nine months of

J

{

| !

| !

N !
|

C307) 416 36.1 547 475

i}
1

2006. We carry property and business interruption insurance ‘

to mitigate losses caused by adverse wealther. During' 2006,
we received $80 million of insurance proceeds relating to
‘these storms.

At year end, we had proved reserves of 73 mmboe before

royalties (63 aiter royalties} represeniing about 7% of Nexen's-

total proved ail and gas and Syncrude reserves. Qur produc-
tion and reserves in the Guilf are primarily c'oncentrated in two
deep-water and five shallow- water areas. We operate most of
this productron

i

t
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Deep-Water Production

The majority of our deep-water production comes from
our 100%-operated Aspen field and 30% non-operated
Gunnison field. Aspen is on Green Canyon Block 243 in 3,150
feet of water. The project was developed using subsea wells
tied back to the Shetl-operated Bullwinkle platform 16 miles
away. Production began in December 2002 and.we achieved
payout on our full investment in Aspen in fanuary 2005. Our
share of 2:0‘06 production before rayalties was approximately
8,900 bole/d {8,000 after royalties). In 2006, we hrilled an
additional development well. This well came on stream in late
December. Based on results from this well, we see additional
opportunities in the Aspen field and are currently sidetracking
the Aspen 1 well to exploit deeper sands. We expect our 2007
production from the Aspen field to average between 15,000
and 20,000 boe/d.

'T:he Wrigley discovery is expected to
begin producing in early 2007.

Gunnison is in 3,100 feet of water and includes Garden
Banks Blocks .667, 668 and 669. Gunnison began produc-
tion in December 2003 through our truss SPAR platform that
can handle 40,000 bbls/d of oil and 200 mmcf/d of gas. We
achieved bayout on Gunnison in December 2005, just two
years after first prodl.]c‘tlon. In 2006, our share of production
before royéltiés was approximétely 10,600 boe/d (9,300 after

'
A
1

royalties). Our Gunnison SPAR production facility has excess
capacity, leaving room for growth from exploration and pro-
ceséing of third-party volumes. In 2006, we completed the
tie-in of our 15% non-operated Dawson Deep discovery to
the Gunnison SPAR.

Shallow-Water Production

QOur shelf producing assets are offshore Louisiana, pri-
marily in five 100%-owned field areas: Eugene Island 18,
Eugene Island 255/257/258/259, Eugene Island 295, Vermilion
302/321/339/340, and Vermilion 76 (consisting of Blocks 65,
66 and 67). We continue to exploit these assets and look for
other opportunities onythe shelf. Most of our 2006 shelf activi-
ties focused on development drilling at Eugene island 258/259
and Eugene Island 295.

Exploration and Undeveloped Assets

Qur exploration program in the Gulf of Mexico continues
to produce new discoveries. In 2006, we had discoveries at
Alaminas Canyon Block 856 (Great White West) and Ringo.
We are currently evaluating development options for both of
these discoveries. During the year, we also drilled a successful
sidetrack well on our 2005 Knotty Head discovery. We are cur-
rently proceeding with facility and subsurface studies. Access
to deep-water rigs remains limited and we continue to work
with partners to find a rig to complete the appraisal of the
field. Qur undeveloped deep-water discoveries include:

Well — Interest (%} Operator Status Comments

Wrigley : 50 non-aperated development underway; expected to begin producing in early 2007
Alaminos Canyon Block 856 30 non-operated evaluating, development alternatives

Tobago 10 non-operated development approved; expected to begin producing in 2009
Knotty Head 25 operated further appraisal required '

Ringo 50 non-operated additional appraisal well to be drilled in 2007

During the year, we drilled dry holes at Pathfinder, West
Cameron 135, West Cameron 109, Eugene Island 19 and
Vermilion, 65. We increased our deep-water undeveloped
land position by 20 blocks to over 200 blocks and expect
this acreage and future exploration opportunities to position
us well for continued growth. In 2007, we plan to tie-in our
Wrigley discovery to a third-party facility. We also plan to drill
nine exploration wells (four in the deep water and five on

the shelf} and have drilling rigs secured for more than half of
these wells. We are actively working with partners to find Tigs
for the remainder. In 2005, we committe_d t0 a deep-water
drilling contract, which provides us with access to a new-build
fiith generation dynamically positioned semi-submersible drill-
ing rig for two years over a three-and-a-half year period. We
expect this new rig to be available in mid 2009.
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Fiscal Terms e i

in 2006t royalty rates on our US production averaged
16.6% for shallow water volumes and 11.2% for deep- water
votumes, The uUs government has proposed to increase royalty
rates from 12 5%to 16. 7% fornew deep water leases awarded
after July 2007 We qualrfy for roya ity relief at our deep- -water
Aspen and Gunnison fields'on the first 87.5 mmboe of produc-
tion. However we may be subject to royalties at Gunnison if
annual commodrty prices are hrgher than threshold prices set
by the US Department of the Interrors Minerals Management
Service (MMS) The oil and gas |ndustry is currently litigating
the enforceablllty of these prlce thresholds. In 2006, commod-
ity prices exceeded these thresholds and we were assessed a
royalty at Gunmson of 12. 5% by the MMS. If the litigation is
not successful royalties that. we havlre accrued on our Gunnison
nroduction erI be payable 'Our Aspen field is not subject to
the mrnlmum price threshotd however, the US government
has proposed legislation to mclude minimum threshold pnces
for deep-water leases granted in 1998 and 1999, If the Iegrsla-
tion is approivedr our Aspeh‘ field could be subject to a 12.5%
government royalty on pro;ductionrafter October 1, 2006. US
taxable income is subject to federal income tax of 35% and
state taxes ranging from 0% to 12%

| o

Canada | ; ! .

Qur strategy in Canada isto bnng our new growth devel-
opments into production whlte we maximize value from our
established operations. In 2005 we disposed of approxrmately
18,300 boe/d before royaltres of production, comprising
approxrmatety 60% oil antlfl i40% gas. The assets we retarned
have upsrdei potential for, ‘continuied conventional develop-
ment and enhanced recovery with advancements in extraction
technology. lDurrng the year we produced 38,000 boe/d
before royaltles (31,000 after royalttes) which was approxr-
mately 18%'of Nexen’s total productlon including Syncrude
At year end 2006, proved reserves {including bitumen and
excludrng Syncrude) of 364 rnmboe before royalties (319 after
royalties) were approxrmately 35% of our total proved oil and

I
gas and Syncrude reserves. ' X
, i

1

I’
in Canada. we aretrncreasrng our capacity
by focusmg on unconventlonal resources such as

oil sands. CBM ancl enhanced oil recovery.
|

Qur remarnrng Canadran conventlonal assets comprise

heavy oil productton in east-central Alberta and west-central
[

|
1
!
I

Saskatchewan and natural gas near Calgary and.i in southern
Alberta andiSaskatchewan. We operate most of our produc-
md properties and hold 1.1 million net acres of undeveloped
Iadd across western Canada. These assets provide predictable
production volumes and earnings while we adva:nce the fol-
lowing initiatives for future growth:

I | Athabasca oil sands—to produce and upgrade bitumen
into synthetic crude;

1 ! enhanced oil recovery (EOR}—to increase recovery in our
heavy ol fields; and

1 | coalbed methane (CBM)—to extract natural gas primarily
from Upper Mannville coals.

In 2006, we invested $1,609 million in Canada; $1,416
miltion into these growth initiatives. In 2007, we plan to invest
approximately $1.070 million; $944 miltion in thes;'e initiatives.

o Gas & Synthetic Oil
m| CBM & New Growth
l‘ Heavy Qil
8C AB SK

I
' .

'

Edmonton o .

} CalgaWD. & o Regina L
|

Fort McMurray

Athabasca Qil Sands

The Athabasca il sands in northeast Alberta is a key
growth area for Nexen. Our strategy is to economically
develop our bitumen resource in phases to p'rovide low-
r|s||< stable, future growth. Our Long Lake prorect involves
integrating steam assisted-gravity-drainage (SAGD) bitumen
product ion wrth field upgrading technology to produce a pre-
mrum synthetic crude oil that significantly reduces our need
to purchase natural gas. We also have a 7.23% investment in
tht:a Syncrude oil sands mining operation.
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Long Lake Project

In 2001, we formed a 50/50 joint venture with OPTI
Canada Inc. (OPTY) to develop the Long Lake property using
SAGD for bitumen production and field upgrading using the
proprietary OrCrude™ process. OrCrude™ is a technology o
which OPTI has the exclusive Canadian license. We acquired
the exclusive right to use this technology with OPTI, within
approximately 100 miles of Long Lake, and the right to use
the technolegy independently elsewhere in the world.

We operate the Long Lake lease bitumen extraction
process and are responsible for constructing, developing
and operating the SAGD project. OPTl is responsible for the
design, construction and operation of the upgrader. We share
equally in all project reserves, production, operating and

" capital costs.

SAGD and Upgrader Integration

SAGD involves drilling two parallel horizontal wells, gener-
ally between 2,300 and 3,300 feet long, with about 16 feet
of vertical separation. Steam is injected into the shallower
well, where it heats the bitumen that then flows by gravity
to the deeper producing well. The OrCrude™ technology.
using conventional distillation, solvent de-asphalting and ther-
mal crackihg, separates the produced bitumen into partially
upgraded sour crude oil and liguid asphaltenes. By coupling
the OrCrude™ process with commercially available hydro-
cracking and gasification technologies, sour crude is upgraded
to light (39° APl) premium synthetic sweet crude oil, and the
asphaltenes are converied to a low-energy, synthetic fuel gas.
This gas is available as a low-cost fuel source, and as a source
for hydrogen required in the hydrocracker. The gas is also to be
burned in a co-generation plant to produce steam for the SAGD
operati;ﬁns and for electricity to be used on-site and sold to the
provincial eléctricity grid. Thé energy conversion efficiency for
our Long Lake upgrader is about 90% compared to 75% ior a
typical bitumen-fed coker, which we expec't will provide us with
an approximate $10/bbl operating cost ad@antage.

Our Strategic Advantage

Our SAGD and upgrading integration enables us io
overcome three main economic hurdles of SAGD bitumen
production: 1) the high cost of natural gas; 2) the cost and
availability of diluent; and 3) the realized price of bhitumen.
With synthetic gas from the asphaltenes as a fuel source, we
have little need to purchase additional natural gas. With the
upgrading facilities on site, expensive diluent is not required

B Phase 1 acreage
@ Phase Z acreage

'
B Future phase acreage . O Fort McMurray

Alberta

Phase 1
Long Lake

Upgrader

Phase 2

Long Lake
South

Future Phase

! Cottenwood

Future Phase
Leismer

to transport the bitumen to market. And, by upgrading the
bitumen into a highly desirable refinery feedstock or diluent
supply, the end product commands fight-sweet crude oil pre-
mium pricing.

We expect our integrated oil sands strategy
will provide us with an approximate
$10/bb! operating cost advantage.

Project Milestones and Costs

The tong Lake project received regulatory approval in
2003 and Nexen board approval in 2004, Field construction
on the SAGD and upgrader facilities began in 2004. In 2006,
we substantially completed module and site construction of
the SAGD facilities, Steam injection is expected to commence
at the end of the first duarter of 2007, with bitumen produc-
tion expected to ramp up to peak rates over a 12 to 24 month
period. For the first six months of SAGD operation, we will
largely be heating the reservoir. During this period, steam to
oil ratios will be high but will decline with time as bitumen pro-
duction ramps up to our target rates. Depending on our actual
start up date and the amount of downtime at our facilities, we
expect bitumen production befare royalties to reach between
35,000 and 45,000 bbls/d {between 17,500 and 22,500 bbls/d
net to our share) by the end of 2007, with a steam-to-oil

cou] uaxan
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ratio of betvlveen 3.5and 4.0. We expect the steam-to-oil ratlo
10 average appro;umately |3 .0 over the long-term,
i |
Long I.aike is on traft.{k for Lstart up in 2007 and i
expected to reach peak production of about
60,000 bbis/d (30,000 bbls/d net) of premium
synthc%.-tic crude b"y late 2008 or early 2009.

i

T . . I
Upgrader module fabncatlon |s largely complete and over
95% of the modules are on site. Constructlon of the upgrader
is approxmrately 80% complete and start up is scheduled
for late 2007 Peak output of premium synthetic crude oil' |s
expected wrthm 6to 18 months df upgrader start up and we
expect to exrt 2007 with synthetlc productlon rates of between
28,000 and 36 000 bbls/d (between 14,000 and 18,000 bbls/d
net to our share) Productron capacrty for the first phase of
Long Lake |sI apprommately 60, 000 bbls/a (30,000 bbls/d net
to our share) of premium synthetlc crude, which we expect to
reach by Iate 2008 or early 2009. We also expect productron
to be mamtamed over the’ prOJects life, estimated at 40 years,
by penodrcally drilling addmonal SAGD well-pairs. !
In 2006, we invested $1,050 mllllon at Long take and
expect to invest approxrmately $500 million in 2007. The capr-

tal cost estimate when our board sanctioned the project in
I | F
[ oo i s

February ZQO4 was $3.4 biflion ($1.7 billion net). In December
2(304, we accelerated the driling of an additional well pad
cdnsisting of 13 well-pairs to ensure certainty and reliability
of. bitumen production at the commencement of upgrader
operatlons at a cost of _$98 milion {349 mrlhon net).

early 2006, we further modified the project desrgn by add
ing steam Generation capacity and soot handling equipment
all a cost of $360 milion ($180 milion net). These scope
'changes increased the estimated project cost to $3.8 billion
($1.9 billion net). While construction progress has been signifi-
cant, high actrvrty in the oil sands is placing ongomg pressure
on the costs of labour and services. In addition,. labour pro-
ductrwty has been lower than anticipated, requrrrng a larger
workforce to maintain progress. As a result, the prolected costs
ofl Long Lake have increased from $3.8 billion to $4.6 billion
($1.2 billion, to $2.3 billion net). Although we are‘seelng pres-
sure on capital costs, we expect 1o benefit from a significant
operating cost advantage. Combined SAGD, cogerﬁeration and
upgrading operating costs are expected to average between
$12/bbl and $14/bbl, substantially lower than coklng upgrad-
mg We expect ongoing capital to average between $3/bl and
$4/be The cap|tal cosis of producing and upgrading bitumen
usmg this technology are comparable to those for surface min-
ing and coking upgrading on a barrel-of-daily prpduc‘uon basis.
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Future Phases
We have approximately 240,000 net acres of bitumen-
* prone lands in the Athabasca region and plan to acquire more.
We plan to continue developing our bitumen lands in a phased
manner using our integrated upgrading strategy. In 2005, we
announced our plan to duplicate Long Lake by developing
Phase 2. In 2006, we invested $119 million for future phases
and in 2007, we plan to invest approximately $170 million on
- land acquisition, additional drilling, seisrnic) and engineering
to develop our leases and advance regulatory applications for
these phases. Phase 2 SAGD production is expected to be on
stream by late 2011, with upgrader start up by the second
half of 2012, followed by additional phases every two years
or three years. Each phase will leverage the knowledge and
experience gained from successfully developing Long Lake
~ and subsequent projects will be similar in size and design. By
keeping the core team in place and repeating and improving
on éxisting designs and implementation plans, we expect
to gain efficiencies in engineering, modular fabrication and
on-site construction. We also anticipate enhanced operating
efficiencies as we can train and move people easily between
the variou§ plants.

: Phase 2 SAGD production is expected to
be'on stream by late 2011 followed by

: : ‘upgrader start up in 2012.

[

Reserves I?egognition

Under. SEC rules and requlations, we are required to rec-
ognize bit:umen reserves rather than the upgraded premium
synthetic crude oil that we will produce and sell. The economic
recoverabtlity of bitumen reserves is sensitive to natural gas
prices, di|1|Jent costs and light/heavy differentials, risks that our
integrated project has been designed to virtually eliminate. At
December 31, 2006, we recog'nized proved bitumen reserves
of 246 mmboe before royalties (219 after royalties) for our
Long Lake project, representing about 23% of Nexen's total
proved oil and gas and Syncrude reserves before royalties.

Heavy Oil

Approximately 52% of our Canadian conventionat produ’c-
tion is heavy oil. Heavy ail is characterized by high specific gravity
or weigh{ and high viscosity or resistance to flow., Because
of ‘these features, heavy oil is mare difficult and expensive to

extract, transport and refine than other types of oil. Heavy oil
also receives a lower price than light cil, as more expensive and
complex refineries are required to refine the heavy crude into
higher-value petroleum products.

Our heavy oil operations are in east-central Alberta and
waest-central Saskatchewén. To maximize heavy oil returns,
it is.important to manage capital and operating cosis. Our
large production base and existing infrastructure are advan-
tageous to us in managiﬁg these costs. In 2007, we plan to
continue exploiting our existing fields through drilling and
optimizing operations.

Enhanced Qil Recovery

Heavy oil reservoirs/typically have lower recovery factors
thari conventional oil reservoirs, leaving substantial amounts
of ail in the ground. This creates an opportunity to increase
recovery factors by applying new technology. We r_‘?_ré con-
tinuing to research various technologies to increase our
heavy oil recoveries with several ongoing pilot projects in
wast-central Saskatchewan.

Natural Gas

Approximately 48% of our Canadian produttion is natural
gas extracted primarily from shallow sweet reservairs in south-
ern Alberta and Saskatchewan and from sour gas reservoirs
near Calgary. In,general, shallower gas targets are cheaper
to drill and develop, but have relatively smaller reserves and
lower productivity per well. Sour gas is natural gas that con-
tains hydrogen sulfide. We have been producing sour natural
gas from our Balzac field northeast of Calgary since 1961, This
sour gas is processed through our operated Balzac plant.

Coalbed Methane (CBM)

In 2005, we approved commercial CBM developments at
Corbett, Doris and Thunder in the Fort Assiniboine area. Our
CBM pilot at Corbett in the Fort Assiniboine area of central
Alberta has established techniques to produce natural gas
from water saturated Upper Mannville coals. These coals are
generally deeper than the Horseshoe Canyon “dry coal” play,
which is also being commercially developed in Alberta. We
established commerciality of CBM production from the Upper
Mannwville coals in 2005 by applying horizontal well technol-

. agy. Commercial production rates and reduced de-watering

time has enabled us to confidently develop these coals.

ROV 10 O U V- IS - T Y




14

} RGP Business and Properties | Middle East

Nexen Inc.

. .
| t 1

In 2006 :we invested approxrmately $237 million in explo-
ration and development alctrwtles We have a long-term vrew
of this business and plan; to increase our CBM production to
at least ‘150 mmcf/d by 2011 more than doubling our cur-
rent Canadran natural gas "production. At the end of 2006,
we held rnqre than 700 net sectrlons of land in Alberta with
CBM potential, some of which overlay existing conventional
producing lands. We have also established positions in other
prospective CBM areas of Alberta' In 2007, we plan to invest

$200 million to develop 98 gross (41 net) sections using smgle

and multi- Ieg horizental wells tn addition: to our develop-
ment at Fort Assiniboing, 5we wrlllcontrnue to evaluate other
Mannville and Horseshoe Canyon 'CBM prospects and pursue
new CBM o’pportunmes in 2007. 3

! !
o

Shale Gas ! Y :

As part 3 our growth strategy'in unconventional Canadian
resource plays we acqurred over 100 sections of land in an
emerging shale gas play in western Canada in 2006. Shale gas
is natural gas produced frlom reservorrs composed of organlc
shale. The gas is stored in pore spaces fractures or adsorbed mto
organic matter. Currently, the United States is the largest producer
of shale gas. In 2007, we plan to mmate a drilling and evaluatlon

program to demonstrate the feas:bmty of this resource.
| ! :

l Y !

Fiscal TermsI L |
In Canada, we pay royaitres rangrng from 15% to 40%
on productroln from lands owned by the federal and provincial
governments. Some provinices also impose taxes on produc-
tion from lands where they| do not own the mineral rights. The
Saskatchewan governrnentfassesses a resource surcharge on
gross Saskatchewan resource sales that are subject to crown
royalties of ?i, 3%, which is reduced 10 1.85% -for wells cor-

pleted after October 1, 2002 5
Profits earned in Canada from resource properties are
subject to federal and prowncral income taxes. In 2006, feg-
islation was passed to reduce the federal corporate income
tax rate on mcome from Canadian oil and gas activities from

24% to19% by 2010. |' | |
For our 0|I sands pro1ects we eIected to pay royalties based
on bitumen productron whrch mcludes a 1% royalty on gross
revenue UﬂT.I| all costs have been reécovered, at which time the
royalty changes to 25% on'net revenue. With the combination
of low royaltres our expected operatrng cost advantage and a
premium product our oil sands frnanclal returns are expected

to be attractwe relative to other oil sands projects.
N !

t
t | i
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Middle East—Yemen

Yemen has been our most significant international region
since we first began production at Masila in 1993 We operate
thle country’s largest ail project and have developed excellent
relationships with the government and local c:ommunities.
Our success and reputation in Yemen opens daors elsewhere
in{the Middle East and around the world. :

Although our Masila fields have maltured
we expect to generate approxlmately 20%
of the total project cash flow from the

~ remaining proved resources.

Qur strategy is to maximize the value from our exist-

ing blocks, while we continue to search for new reservoirs
in‘deeper horizons. We have two producing blocks: Masila
(Block 14) and East Al Hajr (Block 51). In 2006, we produced
92 500 bbls/d of oil before royalties (51,800 after royaltles)
representmg approximately 44% of Nexen's total production
and 32% of 2006 cash flow. Proved reserves of 66 mmboe
before royalties {38 after royalties) comprise approxrmately
6% of Nexens total proved cil and gas and Syncrude reserves
before royalties.

;
l r :

booudiArabial

Masila Block

138 km e=——
Export Pipeline

Ash Shihr Terminal
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Masila Block (Block 14)

We have a 52% working interest in and operate the Masila
project. Qur share of 2006 production was 70,300 bbls/d
hefore royalties {35,500 after royaities). After more than 10
years of growth, our Masila fields have matured, but signifi-
cant value still remains. As a result of the Production Sharing

Agreement (PSA) terms that govern Masila production, we still

expect to generate approximately 20% of the total project
free cash flow from the remaining ;Jroved reserves recoveratyle
before the PSA expires in 2011,

The first successful Masila exploratory well was drilled at
Sunah in 1990, with additional discoveries quickly following at
Heijah and Camaal. Initial production began in July 1993, with
the first lifting of ail in August 1993. Masila Blend oil averages
32° APl at very low gas-oil ratios. Most of the oil is produced
from the Upper Qishn formation, but we also produce from
deeper formations including the Lower Qishn, Upper Saar, Saar,
Macbi, Basal Sand and Basement formations.

Production is collected at our Central Processing Facility
(CPF) where water is separated for reinjection and oil is
pumped tc the Ash Shihr export terminal and shipped to cus-
tomers primarily in Asia. .

We are managing the pace of our drilling program to
ensure we recover the re‘maining reserves in the most efficient,
cost-effective manner. In 2007, we plan to invest approxi-
mately $55 million to drill 14 wells.

The PSA governing Masila production was signed in 1987
between the Government of Yemen and the Masila joint
venture partneré {Masila Partners), including Nexen. Under
the PSA, we have the right te produce oil from Masila into
2011 and to negotiate a five-year exiension. Production is
divided into cost recovery oil and profit il. Cost recovery oil
provides for the recovery of all exploration, development, and
operating costs that are funded by the Masila Partners. Costs
are recovered from a maximum of 40% of production each
year, as follows: o

Costs Recovery

Operating
Exploration
Development

100% in year incurred

25% per year for 4 years

16.7% per year for 6 years

Masila (Block 14) PSA

Oil Revenue

& 4

Profit Qil
balance of revenue

Cost Qil
max 40% per year

a “a

Partner Profit Government
Qil Share Profit Qil Share
20% - 33% 67% - 80%

H i

Total Partner Take Totat Government Take

The remaining production is profit oil that is shared
between the Masila Partners and the Government and is
calculated on a sliding scale based on production. The Masila
Partners' share of profit oil ranges from 20% to 33%. The
structure of the agreement moderates the impact on Masila
Partners' cash flows during periods of low prices, as we
recover our costs first and then share any remaining profit oil
with the Government. At current production, the Government
is entitled to approximately 73% of the profit oil, which
includes a component for Yemen income taxes payable by the
Masila Partners at a rate of 35%. In 2006, the Masila Partners’
share of production,‘including recovery of past costs, was
approximately 37%.

AU uaxanN
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East Al Hajr (Block 51} PSA

[

Oil Revenue ...« Royalty

‘.
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| 3% - 1% :
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Profit Qil |
balance of revenue |
|

i

t

|

Cost Oil
max 50% per year

» ‘a

Partner Profit Government
Qil Share Profit Oil Share
20% - 30% 70% - 80%
H -~ i
Total Partner . Total Government . i
Take . Take P

East AI Hajr Block (Block 51)

We have an 87:5% working interest and operate Block
51, Thrs block is governed by a PSA between the Government
of Yemen and the East Al Hajr partners {EAH Partners) The
Yemen Company (TYCO) {(12.5% carried working interest) i
and Nexen (87.5% working interest). Under the PSA, TYCO 1
has no obligation to fund capital or operating expenditures.
Our effective interest is 100% and for purposes of accounting |
and reserves recognition, we treat TYCO's 12.5% partici- |
patrngl interest as a royalty interest. We recognize both the !
Government’s share' and TYCO's share of profit oil under the |
PSA a§ royalties andjaxes consistent with our treatment of |
our Masila operations. The PSA expires in 2023, and we have l
the right to negotiaté a five-year extension. Under the terms .
of the PSA, the EAH Partnerspay a royalty ranging from 3% to ‘
10% to the Government dependrng on production volumes.

! .
t
I

|
. |
s
|

The remaining production is divided into cost recovery oil and
profit oil. Cost recovery oil provides for the recnvery of all of
the project’s exploration, development and operating costs,
funded solely by Nexen. Costs are recovered from a maximum
of 50% of production each year after royalties, as follows:

Costs Recovery
Operating 100% in year incurred
Exploration 75% per year, dedlining balance

Development 75% per year, declining balance

The remaining production is profit oif that is shared
between the EAH Partners and the Government on a sliding
scale based on productron rates. The EAH Partners’ share of
profit oil ranges from 20% to 30%. The Government's share
of profit oil includes a component for Yemnen income taxes
payable by the EAH Partners at a rate of 35%. In 2008, the
EAH Partners’ share of Block 51 production, including recov-
ery of past costs, was approximately 61%.

The first successful exploratary well was drilled at BAK-A
in 2003, with BAK-B discoverad shortly after. Block 51 devel-
opment began in 2004 and includes a CPF, gathering system
and a 22-km tieback to our Masila export prpeline. Production
began in November 2004 and we achieved payout on the
project in the first quarter of 2006. During the year, produc-
tion averaged 22,600 bbls/d before royalties (16,300 after
royalties).

We achieved payout on Block 51
in the first quarter of 2006.

In 2006, we drilled three exploration wells on the block
and two of these wells were abandened. In 2007, we plan
to invest approximately $80 million to dritl nine development
wells, construct additional facilities and continue exploring
with t'hree exploration wells.
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Offshore West Africa

Offshore West Africa is a growing core area where we
already have discoveries. It offers prolific‘reservoirs and mul-
tipte opportunities to invest in this oil-rich region. Qur strategy
here is to explore and develop our pertfolio for medium- to
long-term growth.

“Nigeria

Block OPL-222

In 1998, we acquired a 20% non-operated interest in Block
OPL-222, which includes 448,000 acres and is approximately
50 miles offshore in water depths ranging from 600 to 3,500
feet. The ongoing appraisal of the block indicates significant
hydrocarbon accumulations based on the drilling results out-

OPIE222

Nigeria

3 “,
\ Cameraon

Usan

'OPL-ZZZ

W Exploration blocks
] D\'sc‘overies

B Prospects

& Wells Drilled

Ny

lined below:
Year Well Location Results
1998 Ukot-1 Ukot field discovery welt encountered three oil-bearing intervals and flowed at restricted rate of 13,900
‘ bbls/d from two intervals '
2002 Usan-1 Usan field discovery well encountered several oil-bearing intervals and flowed at restricted rate of 5,000
, bbls/d from one interval : 4
2003 Usan-2 3 km west of discovery appraised up-dip portion of the fault block
2003 Usan-3 2 km northwest of discovery  appraised separate fault block and flowed at restricted rate of 5,600 bbls/d from
I one interval
2003 "Ukot-2 3.5 km south of discovery encountered three oil-bearing intervals
2003 Usan-4 5 ki south of discovery flowed at restricted rate of 4,400 bblsfd from first interval and 6,300 bbls/d from
second interval
2004 "Usan-5 6 km west of discovery sampled oil in several intervals
2004 Usan-6 4 km south of Usan-5 flowed at restricted rate of 5,800 bbls/d from one interval
2005 Usan-7 9 km southwest of discovery _ confirmed an eastern extension of the field
2005 Usan-8 3 km southwest of discovery  confirmed an eastern extension of the field

A
Appraisal of this field is complete. The Nigerian authorities

have provisionally approved the preliminary Usan field devel-
oprment plan, We expect the Usan development to be formally
sanctioned in 2007, with first preduction as early as 2010.

—
Usan is expected to be producing by 2011,
adding about 30,000 bbls/d to our production.

N ' .
The development will include a FPSO with storage capacity of

two million barrels, capable of |handling peak production rates
of 160,000 bblv/d of oil. In 2007, we plan to invest approxi-
mately $140 million to progress development by completing
our cost estimate. We have a 20% interest in this develop-

ment program. Proved reserves of 30 mmboe before royalties
(25 after }oyalties) comprise approximately 3% of Nexen’s
total proved oil and gas and Syncrude reserves,

In 2006, we drilled the deep-water Ukot South well. This
well was unsuccessful and the capital costs were expensed.

Block OML-115
We retinquished this block during the year.

Block OML-109—Ejulebe
In 2005, we sold our producing assets and terminated our
contractual interest in this block.

WU RY A N —
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Equatorial Guinea—Block;K
We relinquished this block during the year.
; .
Other International
Colombia '
Boqueron BIock—Guando
In 2000, we made our first drscovery at Guando on our
20% non- operated Boqueron Block. Boqueron is in the Upper
Magdalena Basrn of central Colombia, approximately 45 km
southwest of Bogota. Qur share of 2006 production averaged
6,300 bbls/d before royalties (5,700 after royalties), about 3%
of Nexen's to"tal production including Syncrude.

Production from Guando is subject to a 5% to 25% royalty
depending on daily productlon In 2006, legislation was rntro-
duced to reduce the corporate income tax rate from 38.5% i |n
2006 to 34% in 2007, and to 33% in 2008 and future years.

Exploration:BIocks
We have interests in three exploraticn blocks in the Upper
Magdalena Basin. Villarrica was acquired in 2000, El Queso in

'
1

RESERVES,J PRODUCTION AND RELATED INFORMATION

2003 and Boqueron Deep in 2003. In 2005, we relinquished
the Villarrica Block and acquired the Villarrica Norte Block
under |mproved fiscal terms. In 2006, we drilled a well on
the' El Queso block which we are currently evaluating. We are
currently participating in a well on Bogueron Deep and plan
to drill a well on Villarrica Norte later in 2007. In addition, we

are'assessing potential drilling oppoertunities in other areas of

t
'

theI Upper Magdelena Basin.

[
No‘lrway

1As part of our growth strategy in the North Sea, we par-
ticipated in the 2006 bid round for exploration rights offshore
No:rway and were awarded interests in four licenses in early
2007. In 2007, we expect to invest approximately $30 million
in additional seismic and geologic studies there.

1
Australia—Buffato

!Field abandonment began in November 2004 and was
cor;npleted in 2005.

|

In addmoln to the tables below we refer you to the Supplementary Data in ltem 8 of this Form 10-K for information on our
oil and gas producing activities. Nexen has not filed with nor mcludeld in reports to any other United States federal authority or
agency, any Fstimates of total proved crude oil or natural gas reserves since the beginning of the last fiscal year.
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Oil and Gas Acreage |

| 2006

Developed : Undeveloped ' Total’
{thousands of acres) , c Gross Net ; Gross Net Gross | Net
Yernen | i ' ' 50 29 | ~ 756 628 806 657
Canada : - _ 781 578 | 2,081 1,095 2.862 1,673
United States, h 183 103 1,396 650 1,579 753
United Kingdom . R 83 27 | 1,822 1,031 1,905 1,058
Colombia® | . 1. i - © 604 463 605 463
Nigeria#? i ; - - 443 90 448 90
Total ! . 1,098 737 7,107 3,957 8,205 4,694
1 ' T
Notes:

1 Undeve!oped acreage s consrdered to be those acres on which wells have not been dn.'.'ed or completed to a point that would permit production of commercial quantities
of crude oif and natural gas regard-’ess of whether of not such acreage contains proved reserves.

2 The acreage is covered by production shar.'ng contracts, 4
3 The acreage is covered by @ joint venture agresment.
4 The acreage is covered by an association contract.

"
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Producing Cil and Gas Wells

2006
Oil Gas Total
{number of wells} Gross ' Net ? Gross ' Net? Gross ' Net ?
Yemen 428 249 - - 428 249
Canada 2,196 1,519 2,627 2,279 4,823 3,798
United States N 91 199 138, 390 229
United Kingdom 39 17 - - 39 17
Celombia 91 9 - - 91 19
Total 2,945 1,895 2,826 2,417 5 4,312
Nores;
1 Gross wells are the total number of wefls in which we own an interest.
2 Net wells are the sum of fractional interests owned in gross wells.
Drilling Activity
2006
Net Exploratory Net Development . Total
{number of net wells) Productive Dry Holes Total Productive Dry Holes Total
Yemnen 3.0 5.5 8.5 36.0 1.0 370 - 45.5
Canada 354 22 376 2143 Q.7 215.0 2%2.6
United States 1.6 2.1 3.7 83 2.0 10.3 14.0
United Kingdom 0.8 1.7 2.5 5.5 ~ 5.5 8.0
Colombia - - - 2.0 - 2.0 20
Nigeria - 0.2 0.2 - - - 0.2
Total 40.8 11.7 52.5 266.1 3.7 269.8 322.3
2005
Net Exploratory Net Develecpment Total
{number of net wells) Productive Dry Holes Total Productive Dry Holes Total
Yemen 0.5 4.6 5.1 - 33.0 1.6 346 39.7
Canada 32.2 8.0 40.2 198.9 0.5 195.4 239.6
United States - 0.6 0.6 7.2 1.0 8.2 8.8
United Kingdom 0.5 2.1 2.6 1.5 - 1.5 4.1
Colombia - - - 1.8 - 18 1.8
Nigeria 0.4 0.2 0.6 - - - 0.6
Equatorial Guinea ! - 0.5 . 0.5 - - - 0.5
Total 331.6 16.0 49.6 2424 3.1 245.5 295.1
2004
Net Exploratory Net Development Total
(number of net wells) Productive Dry Holes Total Productive Dry Holes Total
Yemen - 2.0 2.0 37.3 0.5 378 39.8
Canada 13.4 1.0 14.4 202.9 - 202.9 217.3
United States 0.3 1.8 2.1 11.0 1.0 12.0 14.1
United Kingdom - - - - - - -
Colombia - - - 7.0 - 7.0 7.0
Nigeria 0.4 1.0 1.4 - - - 1.4
Equatorial Guinea - 0.5 0.5 - v - - 0.5
Total 14.1 6.3 204 258.2 1.5 - 259.7 280.1

Wells in Progress

At December 31, 2006, we were drilling 5 wells in Yermen (3.6 net}, 5 wells in Canada (5 net), 2 wells in the United States

(1.6 net), 3 wells in the United Kingdom (1.6 net), and 1 well in Colombia (0.5 net).
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| |
Net Sales by Product from Continuing Oil and Gas Opera"uons (including Syncrude) i '
(Cdns wiillons} 3 ! ' 2006 2005 2004 5
Conventional Crude Oil and Natural Gas Liquids (NGLs) 2,479 2,438 1,697 :
Synthetic Crude Oil ;' 436 397 321 !
Natural Gas " 553 671 534
Total ' J 3,478 3,506 2,552 '

i
|
I
i
| i
Crude oil {including synthetic crude oily and natural gas Iilquids represent approximately 84% of our il and gas net’sales,
while :natural gas represents the remaining 16%. |
| g
I ’ | #

Sales Prices and Productlon Costs (excludmg Syncrude) |

1 | Average Sales Price ! Average Production Cost '
: ' 2006 2005 2004 2006 2005 2004 '
Crude 0il and NGLs (Cdn$/bbl) i :
Yemen ‘ 71.57 62.07 47.59 8.1 ' 6.75 5.64 :
Canada ? J i 42.79 40.51 36.60 15.50 14.01 11.76
United States ' ' 65.80 57.63 46.60 9.45 7.33 6.09
United Kingdom . 71.19 '60.55 46,81 11.28 14.90 8.26
Australia ? ) ' - - 51,22 - - 35.73 T
. Other Countries - : 66.09 59.96 43,07 313 6.08 4.08 ‘
] - .
o Natural Gas (Cdn$/mc) ' . s
- Canada? ! ' 6.49 - 7.51 5.76 1.65 0.95 0.85 !
20 E United States ' 7.86 10.56 7.89 1.58 122 1.02 ;
® United Kingdom ' ' 7.43 7.86 8.28 1.88 2.48 - :
Notes: | s ‘ . I !
1 Sales prices and unit proguction cosrs are cafculated using aur working interest production after royalties. i
2 Jncfydes results of discontinued operations for 2005 and 2004. {See Note 14 1o our Consolidated Financial Statements.) 1

s
| i
[

Proved Reserves including Proved Undeveloped Reserves
At December 31,.2006, we had 725 mmboe of proved oil and gas reserves before royaltles {637 after royalties). This is a 55%
increase over the prior year (62% after royalties). Including Syncrude our total proved oil and gas and Syncrude reserves increased 5
34% to 1,049 mmboe (39% to 911 after royalties).
The following table provides a summary of the changes in our proved oil and gas reserves (before royalties) excluding our

Syncrude reserves. Refer to page 131 for proved reserves information on an after-royalties basis.
. ' -

P

\ | United United Other |{

{mmboe) '. ' Canada Kingdom States Yemen Countries Total ;

December 31, 2005 ° : 117 71 90 105 1" 468 :

Extension and Discoveries n 25 7 4 30 77 %
Revisions 249 S20 {11) (8) 1 251 1

Production ' 13 ® (13) (35) @ an !

December 31, 2006 164 1 182 73 66 40 725
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Extensions and discoveries contributed 77 mmboe (67
after royalties). The majority of the increase results from new
development projects at Usan, offshore West Africa, the
Ettrick and Duart fields in the North Sea, Ringo in the Guif
of Mexico, and coalbed methane in Canada. Other increases
relate to ongoing exploitation activities in the North Sea,
Yemen, the Guif of Mexico and Canada.

The revisions relate primarily to our Long Lake project.
Under SEC rules, we are required to recognize bitumen
reserves rather than the upgraded synthetic crude oil that
we will produce and sell. As such, proved reserves recogni-
tion depends on year end oil prices, lightheavy differentials,
diluent prices and natural gas prices. We initially recognized
proved bitumen reserves at Long Lake in early 2004 when

Proved Undeveloped Reserves

we sanctioned development of the project. The reserves
were, however, written off at the end of the year due to
wide lighttheavy differentials and high natural gas costs. At
the end of 2006, narrow light/heavy differentials and low
natural gas cosis allowed us to recognize proved bitumen
reserves of 246 mmboe (219 after royalties). In the North
Sea, the additions reflect increases at Buzzard as a result of
development drilling and an increase in the proved recovery
factor. In Canada, the additions relate primarily to our heavy
oil properties where narrow lighttheavy differentials increased
the amount of economically recoverable reserves. Negative
revisions occurred on Block 51 in Yemen and the Aspen field
in the Gulf of Mexico as a result of lower than expected
production performance.

The following table provides a summary of our proved undeveloped reserves {PUDs) for our oil and gas activities at December

31, 2006 and 2005:

Before Royalties

After Royalties

{mmboe) PUDs Tota! Proved' % of Total PUDs Total Proved' % of Total
Canada 216 364 59% 188 319 59%
United Kingdom 50 182 27% 50 182 27%
Yemen ' 9 66 14% 5 38 13%
United States g 73 . 12% 7 63 1%
Other Countries - n 40 78% 25 35 1%
December 31, 2006 : 315 725 43% 275 637 43%
Canada 13 117 11% 1 101 1%
United Kingdom 128 145 88% ) 128 145 88%
Yemen 23 105 22% i3 59 22%
United States . 15 90 17% 13 77 17%
Other Countries 1 1 5% - 1 5%
December 31, 2005 180 468 38% 165 393 42%
Note:

1 Excludes proved reserves for our Syncrude operations of 324 mmboe (274 after royalties) in 2006 and 318 mmboe {264 after royalties) in 2005.

ln 2006, our PUDs increased by 135 mmboe {110 after
royalties). We added 206 mmbce {179 after royalties) at Long
Lake refating to proved reserves outside of the initial 81 well-
pair SAGD development area. We also added PUDs from our
new development projects at Usan, Ettrick, Ringo, Duart and
CBM. We converted 117 mmboe (112 after royalties} of PUDs
to developed, with the majority relating to the completion of the
Buzzard development project. Other small additions and conver-
sions occurred frem ongoing development activities at Canada,
the United States, Yemen, the United Kingdom and Cclombia.

In Canada, our PUDs increased from 13 mmboe (11 after
royalties) to 216 mmboe (188 after royalties). Substantially

all of the increase relates to Long Lake where we added 206
mmboe {179 after royalties). These PUDs are expected to be
converted to developed over the next 20 years as we drill
additional wells to provide feedstock to run the upgrader at
capacity. The remaining PUDs.relate to infill drilling, recomple-
tions or facilities enhancements on our various heavy oil and
natural gas fields. The majority of these PUDs are expected to
be converted to producing reserves in 2007 and 2008. Also, a
small portion of the PUDs relate to our CBM properties, which
are expected to be converted to producing by infill drilling and
field development planned for 2007 and 2008.
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In the United Kingdo}fn, our PUDs decreased from 128
mmboe (128 after royaltiesS to 50 mmboe (50 after royalties}
primarily frorln completlng the Buzzard development, which con-
verted 80%|of the related PUDs to developed. The remaining
Buzzard PUDs are expected to be converted to proved over the
next few years as we drill addltronal wells to keep the platform
operating at capacrty PUDs were added by our Ettrick develop-
ment, whrch we expect 0 ‘convert to producng in 2008,

In Yemen the PUDs are spht relatively equally between
our Masila 'and East Al Hajr Blocks. These reserves relate
entirely 1o infill drilling, whlch we plan to carry-out during
2007 and 2008, W

In the Untted States, our PUDS decreased from ongoing
developmen‘t of our Gulf, of Mexrco deep-water and shelf
properties. In 2006, addltlons pnncupally relate to the Rungo
and Tobago developments, -which'are expected to be produc-
ing within the next two years. |

In other:countnes ourIPUDs mcreased by 30 mmboe (25
after royalties), resulting : from recognrzmg proved reserves
associated with our Usan l.d'evelopment, offshore West Alrica.

Excluding Long Lake"and Usan, we expect to convert
about 80% of our PUDs to producmg in 2007 and 2008
Usan will be converted by 2011 when it is expected 16 come
on stream. Long Lake PUDs will be converted over the next
20 years as initial SAGD wells deplete. At the same time, \alve
expect our ongoing exploratron and development activities to
continue toladd new PUDS |

|

| | | !

SYNCRUDlE MINING OPERATiONS |
We hold a 7.23% ’partlupatrng interest in Syncrude
Canada Lid: (Syncrude). Thls Jomt venture was establlshed in
1975 to mme shallow oil sands deposrts using open-pit mining
methods, extract the bntumen from the oil sands, and upgrade
the bltumen to produce a high-quality, light (32° API), sweet,
synthetic cride oil. | | ‘ .
The Syncrude operatlon explouts a portion of the Athabasca

cit sands deposit that contains bitumen in the unconsolldated

~sands of the McMurray | formation. Ore bodies are buried

beneath 50 to 150 feet of over-burden, have bitumen grades
ranging frorn 4 10 14 percent by werght and ore bearing sand
thickness of 100 to 160 feet i
Syncrudes operatlons are on elght leases (10, 12, 17, 22,
29, 30, 31, ‘and 34) covering 258 000 hectares, 40 km north
of Fort McMurray in northeast Alberta
Syncrude mines oil sands at three mines: Base, North, and
Aurora North These Iocatrons areI readily accessible by publrc
t _ I
|
i
!

[
i

ro!ad. Trucks and shovels are used to collect the oil sands in the
oéen pit mines. The oil sands are transferred fo‘j’r processing
using a hydro-transport system.

The extraction facilities, which separate bitumen from oil
sands ‘are capable of processing more than 270. million tons
of oil sands per year and about 160 mmbbls of bitumen per
year To extract bitumen, the oil sands are mlxed with water
to form a slurry. Air and chemicals are added to separate bitu-
men from the sand grains. The process at the Base Mine uses
hot water, steam, and caustic soda to create a slurry, while at
the North Mine and the Aurora North Mine, the oil sands are
mgxed with warm water to produce a sturry.

The extracted bitumen is fed into a vacuum distillation
tower and three cokers for primary upgrading. The resulting
products are then separated into naphtha, light gas oil, and
heavy gas-oil streams. These streams are hydrotreated o
remove sulphur and nitrogen impurities to form light, sweet,
sylnthetic crude ol Sulphur and coke, which are’ by-products
of the process, are stockpiled for possible future sale.

The high quality of Syncrude’s synthetic crude oil allows it
toI be soid at prices approximating WTI. In 2006, about 40%
of the synthetic crude oil was sold to Edmonton area refiner-
ies, and the remaining 60% was scld to refineries in Eastern
Canada ano the mid-western United States.

Electricity is provided to Syncrude from two generating
plants on si\te: a 270 MW plant and an 80 MW olant.

i
Alberta
Athabasca
River
, Aurora Mine

wl Upgrader
!l Syncrude L eases

Fort McMurray
40 km
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Since operations started in 1978, Syncrude fas shipped
more than 1.7 billion bawels of synthetic crude oil to
Edmonton, Alberta, by Alberta Oil Sands Pipeline Ltd. The
pipeline was expanded in 2004 to accommodate increased
Syncrude production. ,

At December 31, 2006, our total investment in the prop-
erty, plant and equipment, including surface mining facilities,
transportation equipment, and upgrading facilities, was approx-
imately $1.3 billion. Based on development plans, our share of
future expansion and equipment replacement ¢osts over the
next 35 years is expected to be more than $2.5 billion.

In 1999, the Alberta Energy and Utilities Board (AEUB)
extended Syncrude’s operating license for the eight oil sands
leases through to 2035. The license permits Syncrude to
mine il sands and produce synthetic ¢crude il from approved
development areas on the oil sands leases. The leases are auto-
matically renewable as long as oil sands operations are ongoing
ar the leases are part of an approved development plan. All
eight leases are included in a development plan approved by
the AEUB. There were no known commercial operations on
these leases prior to the start up of cperations in 1978.

Syncrude pays a royalty to the Province of Alberta.
Subsequent to 1987, this royalty was equal to 50% of
Syncrude’s deemed net profits after deduction of capital
expenditures. In 1995, the Province of Alberta announced

generic royalty terms for new oil sands projecis that provide
for a royalty rate of 25% on net revenues after all costs have
been recovered, subject to a minimum 1% gross royalty.
In 1997, the Province of Alberta and the Syncrude owners
agreed to move to the generi¢ royalty terms when the toial
of all allowed capital costs incurred after December 31, 1995
equalled $2.8 billion {gross). That total was surpassed at the
end of 2001. In 2006, we realized full recovery of allowed
capital costs and, as a result, Syncrude royalties are assessed
at 25% of net revenues,

In 1999, the AEUB approved an increase in Syncrude'’s
production capacity to 465,700 bbls/d. At the end of 2001,
Syncrude had increased its synthetic crude oil capacity to
246,500 bbls/d with the development of the Aurora North
Mine, which involved extending mining operations to a new
location about 25 miles north of the main Syncrude site.
The next expansion of Syncrude came on-stream in 2006,
increasing capacity to 360,000 bbls/d with the completion of
the Stage 3 project. Our share of capital spending in 2007 is
expecied to be $50 million.

In 2006, Syncrude’s production of marketable synthetic
crude oil was 258,400 bbls/d, Nexen's share was 18,700 bbls/d
before royalties (16,900 after royalties).

The following table provides some operating statistics for
Syncrude operations:

2006 2005 2004

Total Mined Volume '

Millions of Tons - ‘ 428 353 389

Mined Volume to Oil Sands Ratio ! 2.2 2.1 2.1
Qil Sands Processed

Millions of Tons 192 169 188

Average Bitumen Grade (weight %) 11.3 111 1.1
Bitumen in Mined Oil Sands

Millions of Tons 22 19 21

Average Extraction Recovery (%} 90 89 87
Bitumen Production ? ’

Millions of Barrels ' 12| 94 103

Average Upgrading Yield (%) 85 85 86
Gross Synthetic Crude 0il Shipped ’

Millions of Barrels 94 78 37
Nexen’s Share of Marketable Crude Oil

Millions of Barrels Before Royalties 6.8 5.7 6.3

Millions of Barrels After Royalties 6.2 5.6 6.1

Notes:
I Indludes pre-stripping of mine areas.

2 Bitumen production in barrels is equal to bitumen in mined oil sands multiplied by the average extraction recovery and the appropriate conversion factor.
3 Approximately 1.2% of the produced synthetic crude oil is used internally, primarily for diesel that fuels the trucks and shovels at Syncrude. The remaining synthetic crude

ail is sold externafly
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|
ENERIGY MARKETING i E
Our marketing group sells proprietary and third-party nat- I
|
certam regiocnal global markets. We have built a solid strategic |
presence within vanous North American regional markets and ! |
extended our presence into certain global markets as well. :
We focus on securlng access to transportation, storage and
faall‘nes, as well as Fommodatles we produce or acquire, We |
optimi‘ze the margin éon our base business by physically and !l
finencially trading around our access to these physical assets. |
We also trade flnanﬂally for profit where we see opportuni- !
ties m'the market. We use financial and derivative contracts, |
mcludlng futures, forwards, swaps and options for hedging |
and tnladlng purposes. |
Our marketing strategy is 10: |
I obtaln competltwe pncrng on the sale of our oif and gas .
production; ! r :
I provide market |nteII|gence in support of our oil and gas i
op‘eratlons, i :
I provide superior customer service to producers and con- |
sumers; ! , ! §
| capltallze on market opportunities through physical and i
frnancral trading; and ' |
| op_rlm:ze physical assets or contracts to which we have !
aCeess. \ ' . :
This strategy aligns with our corporate focus on extracting |
full value from our assets and provides us with the market -
intelligence needed to deliver current and future oit and gas
production to market: at competitive pricing.
|

Marketing Office Locations

North American Gas Marketing

The marketing and trading of North American natural gas
is our marketing group’s largest revenue source. We focus
on key regional markeis where we have a strategic pres-
ence—solid customer relationships, in-depth understanding of
the market or established physical assets. We capture regional
opportunities by managing supply, transportation and storage
assets for producers and end users. In addition to the fee-for-
service income we realize from managing these assets, we
generate further revenue by: :

I <capitalizing on location spreads {(differences in prices
between locations) using our transportation assets;

I <capitalizing on time spreads (differences in prices between
summer and winter) using our storage assets; and

I financial trading of location and time spreads.

We have offices in key regions including Calgary, Detroit
and Houston, Our Calgary office provides a variety of services,
including supply, storage, and transportation management
as well as netback pool arrangements and other customer
services. Our customers include producers and consumers in
western Canada as well as consumers {including utilities} in
gastern Canada, the north-eastern United States and the US
mid-continent. Our Detroit office works closely with Calgary
to provide services io our custormners. Our presence in Houston
has established us in the Gul{ Coast region where we have our
own production.

We use our access to transportation and storage facilities
to optimize returns for ourselves as well as our customers.

In 2003 and 2004, we grew our asset base by acquiring

physical gas purchase and sales contracts, as well as natural
4
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gas transportation capacity, on favourable terms. This gives
us access to new third party gas supply until 2008, pipeline
capacity to 2016 and new relationships that have enabled us
10 negotiate new gas purchase and sales contracts. In 2006,

we continued to grow our sterage and transportation posi-
tions through acquisitions as well as bidding processes. Qur
position as a phy's:ical marketer at multiple delivery points
in key markets gives us the flexibility to capitalize on time
and location spreads. With pipeline capacity, we can move
gas from producing regions to take advantage of price dif-
ferences. At the end of 2006, we held 3.3 bcf/d of pipeline
capacity, prirﬁarily between western Canada and the eastern
US, and we continue to expand our presence into other mar-
kets within North America. We also use storage capacity to
store typically cheaper summer gas in the ground until the
winter Heating season arrives. We had access to 50 bcf of
natural gas storage facilities at the end of the year.

We use our access to transportation
and storage facilities to optimize returns,
capitalizing on location and time spreads.

In addition {o transportation and storage assets, we hold
financial contracts that enable us to capture profits around
time and ‘location spreads. The risks we assume on these
contracts are based on fundamental analysis and knowledge
of regional markets. The risk is managed proactively by our
product group teams and monitored by our risk group, with
regular reporiing to management and the board of directors.

International Crude Oil Marketing

Our crude oil business focuses on marketing physical
crude oil to end-use refiners. The crude oil group markets our
own production and more than 500,000 bbls/d of third-party
field prdduction to refiners from producing regions where we
operate. In addition to physical marketing, we take advantage
of quality differentials and time spreads.

Qur \North American operations focus on key regions
supported by our offices in Calgary, Houston and Denver. In
western Canada, our producer services group concentrates
on the procurement of a diversified supply base, while our
trading team seeks to optimize the mix for sale to refiners.
Traditionally, the Chicago and Denver areas have been key
markets for our western Canadian crude, however, we con-
tinue to expand our presence into the US Gulf Coast. Qur

deep-water Gulf of Mexico crude cil production has given

us the opportunity to expand our presence in that market
through our Houston office. At the end of 2006, we had
access to 1.7 mmbbls of starage and over the course of the
year, rr}oved approximately 705 mhbls per day.

In the last two years, we acquired two North American
natural gas liguid (NGL) and ethanol businesses that focus on
buying and selling NGLs as well as diesel, ethanol and natural
gasoline. These businesses acquire and move NGLs into the
US midwest and Gulf Coast from Canada, as well as providing
denaturant for ethanol production and the marketing of fin-
ished ethanal in the US. At the end of 2006, we had access 10
550 mbbls of storage and over the course of the‘year, moved
approximately 25 mbbls per day of product.

Internationally, we focus on the physical marketing of our
Yemen crude oil. In order to meet customer needs, we may
occasionally market other regional crude types. In addition o0
our own crude, we market production for our partners and

third parties in the Yemen regicn. By locating our international

crude oil marketing office in Singapore, we are well positioned
to serve both the producing region and the Asian refining
market. We established an office in London, United Kingdom
to maximize the value of our North Sea production. With
Buzzard crude on stream in early 2007, we expect to increase
our presence in various global markets, ensuring we maximize
the value of this production.

Our crude oil marketing group also holds financial contracts
intended to capture trading profits around time, quality and
location spreads. Like gas marketing, the risks assumed are
based on fundamental analysis and proprietary knowledge of
regional markets, and are monitored by our risk group.

North American Power Marketing

Our power marketing group is responsible for optimizing
the use of our 50% interest in a 100 MW gas-fired, com-
bined-cycle power generation {acility at Balzac, Alberta, as
well as our recently completed 70 MW Soderglen wind power
operation in southern Alberta. We also market power to larger
commercial, industrial and municipal clients in Alberta. With
the 2005 acqguisition of a commercialfindustrial marketing
business in Alberta, we became the largest supplier of power
to the commercial and industrial sectors in the province. Our
Balzac facility began operations in 2001 and Soderglen in
October 2006. We expect 1o increase our power generation
capacity with a 170 MW co-generation facility at Long Lake in
2007. We have a 50% interest in this project.

*JU) uaxan
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European Gas and Power Marketing
In 2006, we acquired a UK-based European gas and
power marketing business that focuses on UK: gas and power’
as well as German power, In 2007, we expect to increase’
our presence in both the UK‘and contmental Europe gas and
power markets L g
I !
CHEMICALS ; !

I :
In 2005, we monetlzed part of our chemicals business.

|
I
i
I

through an |n4t|al public offerlng of the Canexus Income Fund.
We have retalned a 61 4%t|nterest in our chemicals busi-
ness, and we contlnue to tutly consolldate chemicals in our:
Consolidated Flnanoal Statements. ; |
Our chem||cals bustness{rmanufactures spdium  chlorate
and chlor-alkali products (chlbrine, caustic soda and muriatic
acid) in Canaclja and Brazil. :This prpduction is sold in North
and South America, with some SOdIUI"ﬂ chlorate dlstrlbuted
in Asia. Our manufacturmg faCIlltIES are modern, reliable and
strategically Iocated to capntallze oni competitive power costs
or transportatron mfrastructure to minimize production and
delivery costs. This enables us =to have reliable supplies and low
costs—key factors for markettng bleaching chemicals.
Electricity is the most stghificant bperating cost in produc-
ing sodium chlorate and chlor-alkall products, making up over'
half our cash costs Therefore our current facilities are strate-
gically located' to take advantage of economlc POWer SOUrces.”
Our second hlghest cost ist transportatlon The proximity ot
l h i i
Average Annual Productlon Capacity

I t
| -

B Scdium Chlorate
W Chlor-alkali
|

Vancouver

our manufacturing plants to major customers and competitive
freight rates minimize our transportation costs. Labour is also
a sig"nificant manufacturing cost. Approximately 50% of our
workforce is unionized with collective agreements |n place at
all of our unionized plants

Tc grow value in cur chemicals business, we focus on
reducing our costs while maintaining market share, building a
Suste!ainable North American customer base and capt[urirtg new
offshore opportunities.

|
i
{short tons} |, o . ; 2006 2005 © 2004
Sodium Chlorate . |
North America - : | 446,208 446,208 ' 446,617
Brazil | P i ) i : 68,563 68,563 - 68,563
Total . v} _ . i 514,771 514,771 . 515,180
Chlor-alkali | [ . i '
North America it f , 356,002 356,002 356,002
Brazil | ! ! i 109,430 { ' 109,430 109,430
Total o | ! 465,432 465,432 465,432

.
; i
! |
I 1

1

North America !

'
[
TR

The NorthIAmencan pulp and paper industry consumes
approxumatelyl 95% of the continent’s sodium chlorate.
production. We market our sodlum chlorate production
to numerous pulp and paper mllls under multi-year con-

tracts that contam price and volume adjustment provisions.'

J f ' |
|

Applroxtmately 32% of this production is sold in Canada,
61'%!, in the US, and the rest is marketed offshore.
\INe are the third-largest manufacturer of scdium chlorate

in North America with four Canadian facilities: jNanairno,

Britis'h Columbia; Bruderheim, Alberta; Brandon, Manitoba;
and Beauharnois, Quebec.

|
|
|
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In October 2004, we completed an expansicn of our plant
in Brandon, Maniteba increasing capacity to 260,000 tonnes
per year. This expansion replaced higher-cost capacity idled in
2002 at Taft, Louisiana. Brandon 15 the world's largest sodium
chlorate facility and has one of the lowest cost structures in
the industry, sigﬁificantly enhancing our competitive position
in North America. In late 2006, we began another expansion

“of our plant in Brandon which is expected to increase capacity

by 32,300 tonnes per year, early in 2008.

Our chlor-alkali facility at North Vancouver, British
Columbia, manufactures caustic soda, chlorine and muriatic
acid. Almost ali of our caustic soda is consumed by local pulp
and paper mills, while our chlorine is sold to various customers
in the polyvinyl chloride, water purification and petrochemi-
cals industries, primarily in the United States.

Brazil

We entered Brazil in 1999 by acquiring a sodium chlorate
plant and a chlor-alkali plant from Aracruz Ceflulose S.A.
(Aracruz), the leading manufacturer- of pulp in Brazil. The
majority of the sodium chlorate production is sold to Aracruz
under a long-term sales agreement that expires in 2024. This
agreement had an initial six-year take-or-pay compenent that
ended in 2005. Most of the chlorine and about 20% of the
sodium chlorate 'production is sold in the merchant market
under shorter-term contractual arrangements. In 2002, we
completed an expansion at both facilities to meet Aracruz's
growing needs. The majority of our electricity needs are sup-
plied by a long-term supply contract in Brazil.

GOVERNMENT REGULATIONS

Our operations are subject to various levels of government
controls and regﬂlations in the countries where we operate.
These laws and regulations include maiters relating to land
tenure, drilling, production practices, environmental protec-
tion, marketing and pricing policies, royaliies, various taxes and
levies including income tax, and foreign trade and investment,
that are subject to change from time to time. Current legisla-
tion is generally a matter of public record, and we are unable
to predict what additional legislation or amendments may be
proposed that will affect our operations or when any such
proposals, if enacted, might become effective. We participate
in many industry and professional associations and monitor the
progress of proposed legislation and regulatory amendments.

-

ENVIRONMENTAL REGULATIONS

Qur il and gas, Syncrude and chemical operations are sub-
ject to government laws and regulations designed to protect
and regulate the discharge of materials into the environment in
countries where we operate. We believe our operations comply
in all materiai respects with applicable environmental laws. To
reduce our exposure, we apply industry standards, codes and
best practices 1o meet or exceed these faws and regulations.
Occasionally, we may conduct ‘activities in countries where
environmental regulatory frameworks are in various stages of
evolution. Where regulations are lacking, we observe Canadian
standards where applicable, as well as internationally accepted
industry environmental management practices.

We have an active safety, enviranment and social respon-
sibility group that ensures our worldwide operations are
conducted in a safe, ethical and socially responsible manner.
We have developed policies for continuing compliance with
environmental laws and regulations in the countries in which
we operate.

Environmental Provisions and Expenditures

The ultimate financial impact of environmental laws
and regulations is not clearly known and cannot be reason-
ably estimated as new standards continue to evolve in the
countries in which we operate. We estimate our future
environmental costs based on past experience and current
regulations. At December 31, 2006, $704 million {$1,770
million, undiscounted) has been provided in our Consolidated

“Financial Statements for asset retirement obligations. In 2006,

we increased our retirement obligations for future dismantle-
ment and site restoration by $75 million primarily from the
development of the Buzzard field in the North Sea.

In 2006, our capital expenditures for environmental-
related matters, including environment control facilities, were
approximately $44 million. Qur operating expenditures for
enwvironmental-related matters were approximately $6 million.
In 2007, we estimate these expenditures to be approximately
$21 miflion.

EMPLOYEES

We had 3,687 employees on December 31, 2006, of
which 266 were employed under collective bargaining schemes.
Information on our executive officers is presented in Item 10
of this report,
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ITEM 1A. RISK FACTORS

RISK FACTORS ' |
Our operations are exposed to various risks, some of
wh|ch are common to others in our industry and some of‘
which are unique to our operations. ;
| - l
Competitive forces may limit our access to '
natui’al resources, and Ereate labour and !
equ:pment shortages. |
The oil and gas mdustry is highly competitive, part\cularlyi
in theI following area_s |
I searching for and developing new sources of crude oil and
na'tural gas reserves; : ' !
I constructing and operating crude oil and natural gas pipe-
lines and facilities; and -

|
[
I trénsporting andI marketing crude oil, natural gas andg

other petroleum products. '

Our competitors' include national oil companies, major
integrated oil and .gas companies and various other inde-
pendent oil and ga?s.companies. The petroleum industry also,
competes with other industries in supplying energy, fuel and"
related products to customers. The pulp and paper chemicals
market is also highly competitive. Key success factors in each !
of these markets are price, product quality, and logistics and
rehablhty of supply. |

C(I)rnpetltwe forces may result in shortages of prospects to
dritl, shortages of Iabour and equipment to carry out'explora-
tion, development o operating activities, and shortages ofl
infrastructure to- produce and transport production. It may
also result in an gversupply of crude cil and natural gas. Each‘
of these factors could have a negative impact on costs and|
prices and, therefore, our financial results.

1
]
1
i

'
{
Exploration, development and production risks !
and natural disasters eould result in liability ;
exposure or loss of production or reserves.: %
Acquiring, developing and exploring for il and naturaIE
gas involves many risks. These include: :
I encountering unexpected formations or pressures; ‘
1 pr"emature declines of reservairs; 7
I blow-outs, well bore collapse equipment faulures and.
other accidents;
I craterings and sour gas releases;
1 uncontrollable ﬂows of oil, natural gas or well fluids; and

| enwronmental risks. )
We operate 1wo facilities that are located in close proxmty

to populated areas, and each processes materials of potential
harmto the local populations. At Balzac, juét north of Calgary,
we operate a gas plant that has been producing sour gas
for over 40 years. In North Vancouver, we aperate, indirectly
through ownership in Canexus Limited Partnership a chlor-alkali
plant that has been producing chlorine for almaost 50 years.

We may not be fully insured against all of these risks.
Losses resulting from the occurrence of these risks may have
a material impact on our financial resulis.

Our offshore operations are subject to unigque
operating risks.

Offshore operations are subject to a variety of operating
risks peculiar to the marine environment, such as damage or
loss from hurricanes or other adverse weather conditions.
These conditions can cause substantiat damage to facilities
and interrupt production.

Qur operations in the Gulf of Mexico have been suspended,
from time to time, due to hurricanes or tropical storms. n the
last five years, we have had a few instances where production
was suspended for an extended period of time and damage to
facilities was incurred. In late August 2005, we shut-in all of our
production in the Gulf.of Mexico, consisting of approximately
50,000 boe/d before royalties, and ceased drilling -operations
in anticipation of Hurricane Katrina. Production was restored
in early Septernber for most of our fields. in late September
2005, we again shut-in all of our production and ceased drilling
operations in anticipation of Hurricane Rita. While we incurred
minimal damage to mast of our facilities, extensive damage
was incurred to the third party infrastructure necessary to
accommodate our production. As a result, our 2005 annualized
production was reduced by approximately 6,000 boe/d. These
storms also resulted in damage to rigs under contract with us,
which increased our costs and delayed our drilling schedule. In
2002, our facilities at Eugene Island 295 were damaged dur-
ing Hurricane Lili. Production from this field was suspended
for about four months while temporary production facilities
were put in place. During this period, produttion volumes were
reduced by approximately 2,500 boe/d. Production was restored
at a reduced rate through temporary facilities for approximately
six months while installation of new permanent facilities was
completed. It is estimated that volumes were reduced by
approximately 1,800 boe/d during this period. In each of these
instances, there was no significant financial impact after busi-
ness interruption and property insurance claims.

Our exploration and development capital programs in our
offshore aperations are exposed to risk of delay or additional
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costs by limited access to drilling rigs. Recent industry pres-
sure in the Gulf of Mexico following storm damage sustained
in the 2005 hurricane season has reduced the availability of
drilling rigs. Qur profitability and success at finding reserves
may be reduced by extended delays and/or higher costs of
obtaining drilling rigs.

Without reserve additions, our reserves and
production will decline over time and we require
capital to produce remaining reserves.

Our future crude oil and natural gas reserves and produc-
tion, and therefore our operating cash flows and results of
operations, are highly dependent upon our success in exploiting
our current reserve base and acquiring or discovering additional
reserves. Without reserve additions through exploration, devel-
opment or acquisitions, our reserves and production will decline
over time as reserves are produced. The business of exploring
for, developing or acquiring reserves is capital intensive. o the
extent cash flows from operations are insufficient and external
sources of capital become limited or unavailable, our ability to
make the necessary capital investments to maintain and expand
our oil and natural gas reserves will be impaired.

Over the past three years, we experienced net negative
revisions of 19 million boe to our proved reserves (before
royalties). This includes net negative revisions of 25 million
boe, representing about 2% of worldwide proved reserves
{including Syncrude), related to technical revisions primar-
ily on our producing properties, partially offset by 6 million
boe of net positive economic revisions related to changes in
year-end prices and costs. In Yemen, negative revisions of 27
million boe occurred largely in 2004 and resulted primarily
from lower-than-expected production performance, drilling
results and updated geological mapping. In the United States,
negative revisions of 29 million boe occurred largely in 2005
and 2006 and resulted primarily from lower-than-expected
production performance at our deep-water Aspen property
and at various properties on the shelf. These negative revisions
were somewhat offset by positive revisions of 37 million boe
in our Buzzard field due to updated geological mapping.

Under SEC rules, we must recognize our oil sands as bitu- .

men reserves rather than the upgraded premium synthetic
crude oil that we expect {o produce from Long Lake, As a
result, we expect price-related revisions, both positive and
negative, to occur in the future as the economic producibility
of our bitumen and heavy oil reserves are sensitive o year-end
prices. In particular, since we recognize our oil sands as bitu-
men reserves and they are related to one project, all or none

o]

of the reserves will likely be considered economic depending
on the year-end prices for bitumen, diluent and natural gas,
even though the Long Lake integrated project has virtually no
exposure to these factors.

Our proved reserves include undeveloped
properties that require additional capital to
bring them on-stream. :

Under SEC rules, the definition of proved undeveloped
reserves includes reserves that are ex‘pected to be recovered from
new wells on undrilled acreage or from existing wells where a
relatively major expenditure is still required before such wells
may begin production. Such reserves may be recognized when
plans are in place to make the required investments to convert
these undeveloped reserves o producing. Circumstances such
as a sustained decline in commodity prices ar poorer than
expected results from initial activities could cause a change in
the investment or development plans which could result in a
material change in our reserves estimates.

During the past three years, our total proved undeveloped
reserves before royalties have increased from 124 mmboe
to 315 mmboe {87 mmboe to 275 mmboe after royalties).
As a result, our proved undeveloped reserves have increased
from 23% 1o 43% of our proved reserves excluding 'Syncrude
(22% to 43% afterj royalties). Proved undeveloped reserves
increased primarily at our Long Lake oil sands project and
various other worldwide development projects, partially offset
by the completion of the Buzzard development and ongoing
development activities elsewhere.

Our heavy oil production is more expensive

and yields lower prices than light oil and gas.
*Heawy oil is characterized by high specific gravity or

weight and high viscosity or resistance to flow. Because of

these features, heavy oil is more difficult and expensive to

extract, transport and refine than other types of oil. Heavy

oil also yields a lower price relative to light il and gas, as a

smaller percentage of high-value petroleum products can be

refined from heavy oil. As a result,lour heavy oil operations are

exposed to the following risks:

I additional costs may be incurred to purchase diluent to
transport heavy oil; '

I there could be a shortfall in the supply of diluent which
may cause its price to increase; and

I the market {or heawy oil is more limited than for light oil
making it more susceptible to supply and demand funda-
mentals which may cause the price to decline.

bl
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Any one or combination of these factors could cause some
of our heavy ail properties to become uneconomic to produce
and/or result in negative reserve revisions,

. 1 :
Our Long Loke project faces additional risks
compared t;o conventio;\al oil and gas production..

Our Longilake projectiis planned as a fully integrated
production, upgrading and co-generation facility. We intend
to use Steaml‘ Assisted Gravity Drainage (SAGD) technology
to recover bltumen from oil sands. As designed, the bitumen
will be partrarly upgraded using the proprietary OrCrude™
process, followed by conventional hydrocracking to produce
a sweet, premium synthetic érude oil. The OrCrude™ process'
also yields I|qu|d asphaltines that WI|| be gasified into a syngas.
This syngas wrll be used as a fuel source for the SAGD process,
a source of hydrogen for use in the upgrading process, and to
generate elecfricity through-a co-generation facility.

We have a 50% working interest in this project, and our
share of the capital costs is e;stimated to be $2.3 biltion ($4.6
billion gross). Given the initial investment and operating costs
to produce and upgrade bitumen, the payout period for the
project is longer and the ecorromic return is lower than a con-
ventional light oil project with an egual volume of reserves.

In addition to the risks associated with heavy oil produc-
tion stated aoove, risks ass;ociated with our Long Lake oil
sands project include the following:;

Uncertain Tirneline and Cost of the Project

The Long' Lake project is currently in the construction
stage. There is a risk that actual costs to construct and develop
may be higher than expected or that the project may not be
completed on time or at all c;iue to many factors, including:
| onstruction performance falling below expected levels of
output or efﬁcrency i ‘ '
labour disputes, disruptions or declines in productrwty,
increases in materials or [abour costs;
inability to attract sufficient numbers of qualified workers;
design errors; ' i
contractor or operator errors;
non-performance by third-oarty contractors;

»

changes i |n project scope;

delays in obtalmng, or condltlons imposed by, regulatory
approvals .
i breakdown or failure of equrpment Of processes;

I viclation of permit requirernents; .
I catastropHic events such as fires, earthquakes, storms or

explosions; and . '

. ;

N

| disruptiorr in the supply of energy.

1The capital cost estimate at the time of our.board's sanc-
tioning the project in February 2004 was $3.4 billion (gross).
In December 2004, we accelerated the drilling of an additional
wel[ pad consisting of 13 well-pairs to increase certainty and
relia{bility of bitumen production at the commencement of
upgrader operations at a cost of $98 million (gross). In early
2006, we further modified the project design by adding steam
generation capacity and soot handiing equipment at a cost of
S3GIO million {gross}. These scope changes increased the esti-
mat|ed project cost to $3.8 billion. High activity in the oil sands
regilon is pIaeing ongoing pressure on the costs of labour and
servlices. In addition, labour productivity has been lower than
anticipated, requiring a larger workforce to maintain progress.
After a review of all trends, the projected cost of Long Lake
has'been increased to $4.6 billion {gross).

Application 'of Relatively New SAGD Bitumen
Rec:overy Process

SAGD has been used in western Canada to increase recov-
erief from conventional heavy oil reservoirs for over a decade.
However, application of SAGD to the in-situ recovery of bitu-
men from oil sands is relatively new. Some of the SAGD oil
sands applications to date have been pilot projects, however
seve:ral commercial SAGD projects have been in steady state
operation for over five years.

Our estimates for performance and recoverable volumes
for the Long Lake project are based primarily on our three
weli-pair SAGD “pilot and industry performance from SAGD
operations in like reservoirs in the McMurray formation in
the Athabasca oil sands. Using this data, our assumptions
incloded average well-pair productivity of 900 bbls/d of bitu-
men and a long-term steam-to-oil ratio of 3.0. There can be
no :assurance that our SAGD operation will produce bitumen
at t;he expected levels or steam-to-oil ratio. If the assumed
proauction rates or steam-to-oil ratio are not achieved, we
might have to drill additional wells to maintain optimal pro-
duction levels, construct additional steam generating capadity,
pur;thase natural gas for additional steam\generati'on, and/or
make short-term bitumen purchases. These could have a sig-
nificant advérse impact on the future activities and economic
reru:rn of the Long Lake project.

Apofication of New Bitumen Upgrading Process

The proprietary OrCrude™ process we are using to
upg'rade raw bitumen to synthetic crude will be the first com-
merfcial application of the process although we have operated

|



itin a 500 bbl/d demanstration plant. There can be no assur-

ance that the commercial upgrader being constructed at Long

Lake will achieve the same or simiiar results as the demonstra-

tion plant or the‘ results which are forecast. i we are unable

to upgrade the bitumen for any reason we may decide to sell

it as bitumen without upgrading it, which would expose us to

the following risks:

I the market for bitumen is limited;

1 additional costs would be incurred to purchase diluent for
blending and transporting hitumen; '

1 there could be a shortfalt in the supply of diluent which
may cause its price to increase;

1 the market price for bitumen is relatively low reflecting its
quality difierential;

1 the market price for bitumen fluctuates over the course
of the year; and

1 additional costs would be incurred to purchase natural gas
for use in generating steam for the SAGD process since
we would not be producing syngas from the upgrading
process. !

These factors could have a significant adverse impact on
the future activities and economic returns of the Long Lake
project.

If any of these factors arise, our operatifmg costs would
increase and our revenues would decrease from those we have
assumed. This would cause a material decrease in expacted
earnings from the project and the project may not be profit-
able under these conditions.

Dependence on OPTI Canada Inc.

We are undertaking the Long Lake project jointly with
OPTI Canada Inc. {OPTI) pursuant to a joint venture agreement
governing the construction, ownership and joint operation of
the project. The agreement provides for the creation of a man-
agement committee that is.responsible for the supervision and
direction of the‘management and operation of the project, the
supervision and control of the operators and all other matters
refating to the development of the project. If our interest in
any element of the project falls below 25%, OPTI may be able
to make decisions respecting that element without our input,
which may adversely affect our operations.

Dépendence upon Proprietary Technology

The success of the project and our investment depends
to a significant extent on the proprietary techrology of OPTl
and proprietary technology of third parties that has been, or
is required to be, licensed by GPTI. OPTI currently relies cn

intellectual property rights and other contractual or proprietary
rights, including (without timitation) copyright, irademark
laws, trade secrets, confidentiality procedures, contractual
provisions, licenses and patents, to secure the rights to utilize
its proprietary technology and the proprietary technology of
third parties. OPTI may have to engage in litigation in order to
protect the validity of its patents or other intellectual property
rights, or to determine the validity or scope of the patents or
proprietary rights of third parties. This kind of litigation can be
time-consuming and expensive, regardless of whether or not
OPTYis successful. The process of seeking patent protection can
itself be long and expensive, and there can be no assurance that
any currently pending or future patent applications of OPTl or
such third parties will actually result in issued patents, or that,

‘even if patents are issued, they will be of sufficient scope or

strength to provide meaningful protection or any commercial
advantage to OPTI. Furthermore, others may develop technolo-
gies that are similar or superior to the technology of OPTI or
such third parties or design arqund the patents owned by OPTI
andfor such third ’parties. There is also a risk that OPTI may not
be able to enter into licensing arrangements with third parties
for the additional technologies required for the pessible further
expansion of the Long Lake upgrader.

Operational Hazards

The operation of the project will be subject to the cus-
tomary hazards of recovering, transporting and processing
hydrocarbons, such as fires, explosions, gaseous leaks, migra-
tion of harmiul substances, blowouts and oit spills. A casualty
occurrence might result in the loss of equipment or life, as
well as injury or property damage. We may not carry insur-
ance with respect to all potential casualty occurrences and
disruptions. It cannot be assured that our insurance will be

~ sufficient to cover any such casualty occurrences or disrup-

tions, The project could be interrupted by natural disasters or
other events beyond our control. Losses and liabilities arising
from uninsured or under-insured events could have a material
adverse effect on the project and on our business, financial
condition and results of operations.

Recovering bitumen from oil sands and upgrading the
recovered bitumen into synthetic crude oil and other prod-
ucts involve particular risks and uncertainties. The project is
susceptible to loss of production, slowdowns or restrictions on

its ability to produce higher vaftue products due to the interde- |

pendence of its component systems. Severe ¢limatic conditions
can cause reduced production and in some situations result
in higher costs. SAGQ bitumen recovery facilities and devel-
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opment and expansion of production can entail significant:
capitafl outlays. The costs associated with synthetic crude oil j
produ:ction are largely fixed and, as a result, operating costs |
per unit are largely dependent on levels of production.

Th!e Long Lake SAGD oﬁeration and upgrader will process I
large volumes of hydrocarbons at high pressure and tempera- *
tures :':md will handle large volumes of high-pressure steam. |
Equipment failures could result in damage to the project’s :
faciliti!es and Iiability,tp'third parties against which we may not |
be able to fully insure or may elect not to insure because of *
high p:remium costs or for other reasons. |

Ce‘rtain componehts of the Long Lake project will produce |
sour gas which is gas containing hydrogen sulphide. Sour gas
is a colourless, corroswe gas that is toxic at relatively low lev-
els to plants and animals, including humans. The project will
include integrated facilities for handling and treating the sour
gas, inkluding the use of gas;i sweetening units, sulphur recov- .
ery systems and emergency flaring systems. Failures or leaks
from these systems or other exposure to sour gas produced as
part of.the project could result in damage to other equipment,
liability to third parties, adverse effect to humans, animals and
the environment, or the shut down of operations.

Thé Long Lake project will produce carbon dioxide
emissions. Carbon dioxide is a greenhouse gas that will be
regulated by the Kyoto Protocol, which may come into effect
in Canada Risk factors relating to environmental regulation
are provided separately herein.

Aboriginal Claims

Aboriginal peoples have claimed aboriginal title and rights
to a substantial portion of western Canada. Certain aboriginal t
peoples' have filed a claim against the Government of Canada, :
the Province of Alberta, certain governmental entitiés and I‘
the reglonai munlapallty of-Wood Buffalo (which includes
the Uty of Fort McMurray Alberta) claiming, among other |
things, aboriginal title to large areas of lands surrounding Fort
McMurray, including the lands on which the project and most |
of the other oil sands operations in Alberta are located. Such i
claims, if successful, could have a significant adverse effect on
the project and on us.I

| é

Compettition | .

The Canadian and international petroleum industry is highly
competiltive in all aspects, inclu;d\’ng the exploration for, and the

leum interests and the.giistribution and marketing of petroleumn

!
|
|
development of, new sources of supply, the acquisition of petro-
1

!

products. The Long Lake project competes with other producers
of synthetic crude oil blends and other producers of conven-
tional crude oil. Some of the conventional producers have lower
operating costs than the project is anticipated to have. The
petroleum industry also competes with other industries in sup-
plying energy, fuel and related products to consumers,

A number of companies, other than OPTl and us, have
announced plans to enter the oil sands business and begin
production of synthetic crude cil, or expand existing opera-
tions. Expansion of existing operations and development of
new projects could materially increase the supply of synthetic
crude oil and other competing crude oil producis in the
marketplace. Depending‘ on the levels of future demand,
increased supplies could have a negative impact an prices, '

Some of our production is concentrated in a few
producing assets.

A significant partion of our production is generated from
highly productive individual wells or ¢entral production facili-
ties. Examples include;

I central processing facilities, oil pipelines, and export termi-
nal at our two Yemen operations;

I Gunnison SPAR production platform in the Gulf of Mexico;

I highly proauctive Aépen wells tied-in to a third-party
processing facility in the Gulf of Mexico,

I upgrading facilities at Syncrude in the Athabasca oil sands;
and

I Scott and Buzzard production platforms in the North Sea.

As significant production is generated from each of these
assets, any single event causing an interruption to any one cf
these operations could result in the loss of production.

We may not achieve commercial production rates
in our coalbed methane operations.

Coalbed methane (CBM) is commonly referred to as an
unconventional form of natural gas because it is primarily
stored through adsorption by the coal itself rather than in the
pore space of the rock like most conventional gas. The gas is
released in response to a drop in pressure in the coal. If the
coal is water saturated, water generally needs to be extracted
to reduce the pressure and allow gas production to occur.
CBM wells typically have lower producing rates and reserves
per well than conventional gas wells, although this varies by
area. Regulatory approval is required to drill more than one

« well per section. As & result, the timing of drilling programs

and land development can be uncertain.
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The 'Mannville coals in the Fort Assiniboine region of
Alberta are generally deeper than other commercial CBM
projects in thé Horseshoe Canyon and are water saturated.
A significant period of time may be required to sufficiently
dewater the coals to determine if commercial production
is feasible. As a result, we may have to invest significant
capital in CBM assets before they achieve commercial rates
of production. The wells may never achieve commercial rates
of production “as there are no other ccm}nercialiy proven
Mannville CBM projects in operation.

CBM projects in some areas of the United States have
had negative public reaction due to certain water disposal
practices. In Canada, as in the United States, water disposal
practices are regulated to ensure public safety and water
conservation. Nevertheless, negative public perception around
CBM production could impede our access {0 the resource.
We have significant upfront commitments related
to our current development prajects.

We have significant commitments in connection with various
development activities currently underway. At Long Lake, we
essentially completed module and site construction of the SAGD
facilities in 2006 and steam injection is expected to commence
at the end of first quarter of 2007. With respect to the Long
Lake upgrader, medule fabrication is largely complete and over
95% of the modules are on site. Construction of the upgrader
is approximatély 80% complete and start up is scheduled for
late 2007. At:Long Lake, we are exposed to the possibility of
cost overruns and/for defays in the commencement of commercial

production, which may be significant. Specific risk factors relating

to our Long Lake oil sands project are provided separately.

We operate in countries with political and
economic risk.

We opérate in nurnerous countries, some of which may be
considered politically and economically unstable. Our opera-
tions and related assets are subject to the risks of actions by
governmerttal authorities, insurgent groups or terrorists which
may have material adverse financial consequences. Farinstance,
on September 15, 2006 'our oil export terminal in Yemen was
assaulied by two explosive laden vehicles. One worker was
killed and two others received minor injuries. The ahility of the
terminal to receive and export oil was not affected and opera-
tions are continuing as normal. There can be no assurance that
we will be successful in protecting curselves against these risks
and the related financial consequences.

We may be affected by changes in government
rules and regulations. :

Our operations are subject to various levels of government
controls and regulations in the countries where we operate,
These laws and regulations include matters relating to iand

“tenure, drilling, production practices, environmental protec-

tion, marketing and pricing policies, royalties, various taxes and
levies including income tax, and foreign trade and investment,
that are subject to change from time to time. For example, the
US government has proposed increases to the royalty rates
for new deep-water Gulf of Mexico leases and has proposed
amendments to deep-water leases issued in 1998 and 1999.
Current legislation is generally a matter of public record, and
we are unable to predict what additional legislation or amend-
ments may be proposed that will affect our operations or
when any such proposals, if enacted, might become effective.
Changes in government regulations could have an adverse
effect on our results of operations and financial condition.

Our operations are exposed to environmental
liabilities.

Environmental liabilities inherent in the il and gas and
chemicals industries are becoming increasingly sensitive as
related laws and regulations become more stringent world-
wide. Many of these laws and regulations require us to remove
or remedy the effect of our activities on the environment at
present and former operating sites, including dismantling
production facilities and remediating damage caused by the
disposal or release of specified substances. This could have an
adverse finandial consequence.

Certain operations require the use of fresh and saline
water. We currently use sub-surface sources of water for these
operations. Additional costs may be incurred if allocation
limits are placed on our saline water usage, if our sub-surface
fresh water needs exceed allocated amounts or if existing sub-
surface fresh water allocations are reduced.

Our operations could be subject to changes in
regulations related to climate change.

The Kyote Protocol came into force on February 16, 2005,
Canada- ratified the Kyoto Protocol in December 2002. In
1997, Canada committed to an emission reduction of 6%
below 1990 tevels during the First Commitment period (2008
to 2012). Since that time, the Canadian federal government
and various provincial governmerits have grappled with the
issue of climate change and a number of proposals have come
and gone. Bill C-30 (Canada's Clean Air Act} has been sent to
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a specral parllamentary committee that intends to report back
to parlrament by the end of March 2007. This Bill cohtalns
proposals o deal wrth criteria air contaminants (CACS) and
greenhouse gases (GHGs) and outlines proposed changes
to the Canadian Enwronmental Protection Act 1999, the
Energy Efflcrency Act and the Motor Vehicle Fuel Conservatron
Standards Act. The proposals seek to apply intensity- based
targets tor GHGs and absolute ‘caps on CACs in the period up
to 2020—2025 ultrmately Ieadlng to absolute caps on GHGs.
It is unclear if and wheln Bill C= -30 will become law. '

Any |requrred reductions m the GHGs emitted for our
operations could result in lncreases in our capital or operatmg
expense; or reduced o'r:lreratlng rates, especially those related
to the Lc;)ng Lake pro]ect, whic;h could have an adverse effect
on our results of operatlions and financial condition. |

' W i
Our emfargy rparketing oéerations expose us
to the r;isk of tradilng losses and liquidity - |

constraints. o ‘

I
Our trading operatrons expose us to the risk of fmancral
losses from various sources The markets in which we trade
are susceptible to srgnn‘lcant changes which could expase
us to the risk of materlal fmanoal losses. Significant changes
in the CO!mmOdltlE‘S and fmancral markets could require us to
provide addltlonal liquidity to support our marketing opera-
tions. Adverse credit related events such as a downgrade of
our credlt rating to non- investment grade could require
addltlonal collateral to be placed with counter-parties’ Any
5|gn|f|cant loss of Irqurdrty may result in delays and/er cancel-
iaticn of our development plans. ‘ g
| I ‘
Use of marme transportatlon may expose us to
the rlsk of financial loss and reputational damage.
From|time to time, we may choose to charter marine ves-
sels for the transportatlon of crude oil. This may expose us to
the risk df financial loss jand reputational damage in the event
of oil spills. o .

ITEM 1B. unnesowén STAFF COMMENTS

l .

| & j SEC
that have been outstandrng for more than 180 days before
December 31, 2006. | |

! ‘.
1

| )
There are no unresolved staff comments with the,

ITEM 3. LEGAL PROCEEDI:NGS

There are a number of lawsuits and claims}pending against
Nexen, !the ultimate results of which cannot ﬁe ascertained at
this time. Management is of the opinion that any amounts
assessed against us would not have a material adverse effect
on our consolidated financial position or results of aperations.
We believe we have made adequate provisions for such law-
suits and claims. :

Certain of our US oil and gas operations have received, over
the years. notices and demands from the U,S Environmental
Protection Agency (EPA), state environmentall agencies, and
certain ‘third parties with respect 1o certain sites seeking to
require investigation and remediation under federal or state
environmental statutes. In addition, notices, demands, and
lawsuits have been received for certain sites related to hisioni-
cal operations and activities in the US for which, although no
assurances can be made, we believe that certain assumption
and indemnification agreements protect our US operations
from any present or future material Ilabllmes that may arise
from these partlcular sites. ‘

In June 2003, a subsidiary of Occldental Petroleum
Corporation (Occidental) initiated an arbitration against us
at the Internatlonal Court of Arbitration in the Internaticnal
Charnber of Commerce (ICC Court} regardmg an Area of
Mutual Interest agreement relating to certain portions of
Block 51 in the Republic of Yemen. In April 2006, the ICC
Court concluded that we breached this agreement and as a
result, Occidental was entitled to monetary d:amages. In late

2006, we agreed to settle the -arbitration with Occidental

for US$135 million. This amount was accrued and included
in other expenses in our Consolidated Staternent of Income
during 2006. No further amounts are expected to be payable
under the settlemeni.

On September 5, 2005, there was a gas release on the
Scott Platform in the North Sea. No-one was harmed as a
result of the incident, but Nexen was fined £400,000 under
the UK Health and Safety at Work Act, 1974 a:nd the Offshare
Installation (Prevention of Fire and Explosion, and Emergency
Response) Regulatlons, 1995, - f
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ITEM 4. SUBMISSION OF MATTERS TOA
l VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of Nexen's security
holders during the fourth quarter of 2006.
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PART II

ITEM 5. MARKET FOR THE REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Nexen’s common shares are traded on the Toronto Stock
Exchange (TSX) and the New York Stock Exchange (NYSE)
under the symbol NXY.

On December 31, 2006, there were 1,454 registered
holders of common shares and 262,513,206 common shares

Trading Range of Nexen's Common Shares

outstanding. The number of registered holders of common
shares is calculated excluding individual participants in securi-
ties positions listings. During the year, we made no purchases
of our own equity securities.

NYSE (US$)

] TSX (Cdn$)
. ($/share} High Low High Low
2006 ~ !
First Quarter 68.10 54.34 59.94 46.98
Second Quarter 69.50 50.82 61.68 45.63
Third Quarter 71.22 52.13 63.65 46.70
Fourth Quarter 65.79 52.91 58.37 46.90
2005
First Quarter 35.50 23.55 29.18° 19.44
Second Quarter 39.85 29.53 32.32 23.28
Third Quarter 60.67 40.25 51,73 31.95
Fourth Quarter 59.54 43.77 51.69 36.80
; .
Quarterly Dividends Declared on Common Shares
‘ First Second Third Fourth
($/share} Quarter Quarter Quarter Quarter
2006 0.05 0.05 0.05 0.05
2005 0.05 0.05 0.05 0.05

Payment date for dividends was the first day of the next
quarter. All dividends paid to holders of common shares
in 2006 -have been designated as “eligible dividends” for
Canadian tax purposes.

The Income Tax Act of Canada requires us to deduct a
withholding tax from all dividends remitied to non-residents.
According'to the Canada-US Tax Treaty, we have deducted
a withholding tax of 15% on dividends paid to residents of
the United States, except in the case of a company that owns
at least 10% of thel voting® stock, where the withholding
tax is 5%. '

The Investment Canada Act requires that a "non-Canadian®,
as definéd, file notice with Investment Canada and obtain
government approval prior to acquiring controf of a Canadian
business, as defined. Otherwise, there are no limitations, either
under the laws of Canada or in Nexen's charter on the right of
a non-Canadian to hold or vote Nexen's securities.

On February 3, 2000, at a Special Meeting of Shareholders,
a Shareholder Rights Plan was approved. On May 2, 2002, at

bl

the Annual General and Specia! Meeting of Shareholders, an
Amended and Restated Shareholder Rights Plan (Plan} was
approved. According to the Plan, a right is attached to each
present and future outstanding common share, entitling the
holder to acquire additional common shares during the term
of the right. Prior to the separat;i\on date, the rights are not
separable from the common shares, and no separate certifi-
cates are issued. The separation date would typically occur at
the time of an unsolicited takeover bid, but our board can
defer the separation date.

' Rights created under the Plan, which can only be exercised
when a person acquires 20% or more of our common shares
(a Flip-In Event), entitle each shareholder, other than the 20%
buyer, to acquire additional common shares at one-haif of
the market price at the time of exercise. The Plan must be
reapproved by shareholders on or before our annual general
meeting in 2008 to remain effective past that date. A copy of
the Plan is available on our website at www.nexeninc.com.
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Five-Year Summary of Sélected Financial Data in Accordance wilth Us GAAP
! .

: . ITEM 6. SELECTED FINANCIAL DATA
{

(Cdn$ millions, except per share amounts) 2006 2005 2004 2003 2002
; g ‘
Oil & Gas and Syncrude Production
Production Before Royalties (mboe/d) 2 212 | 242 250 269 269
Production After Royalties (mboerd)? 156 | 173 174 185 176
| ! i !
Results of Operations i
Revenue | '
Oil & Gas and Synerude 1, 3,656 | 3,535 2,573 2,261 1,966
Marketing 1,373 864 625 586 496
Chemicals ; 413 1 413 383 377 369
Other | o an il {193) 59 31 I
Total Revenue 5,395 | 4,619 3,640 3,255 2,839
! . | '.
Net Income from Continuing Operations 579 ! 658 705 419 270
Basic Earnings per Common Share from | -
Continuing Operations ($/share) | 2.21 | 2.52 2.74 - 1.69 1.10
Diluted Eammgs per Comman Share |
from Continuing Operations (S!share) 2.5 : 2.47 2N 1.68 1.09
Net Income | 579 ; 1,110 788 420 352
Basic Earnings per Common Share ($/share) 221 | 4.26 3.06 1.70 1.44
Diluted Earnings per Common Share {S/share} 2.15 | 4.7 3.03 1.68 1.42
| 3 ! ‘.
Financial Position i I
Total Assets ? 17,079 1 14,493 12,339 7,703 6,764
Long-Term Deht ? 4618 | 3,630 4,214 2,470 2575
Shareholders’ Equity . 4,614 I 3,961 2,892 2,1 1,812
Capital Investment, including Acquisitions 3,408 |' 2,638 4,264 1,432 1,545
Dividends per Common Share (3/share) ¢ 020 7. 0.20 0.20 0.163 0.15
Common Shares Qutstanding!(theusands) 262513 {1 261,14 258,399 251,212 245,932

Notes: :

1 During 2003, we soid non-core conventional fight oil assets in southeast Saskarchewan n Canada praducing 9,000 bbisid. In late 2004, we concluded production from our

Buffalo field, offshore Australia, asl

anticipated. In the third quarter of 2005, we 'soid Canadran conventional oif and gas properties in Saskatchewan, British Columbia and
Alberta producmg 18,300 bbls/d. The sesults of these operations have been shown as d;sconrmued operations.

2 In 2003, produmon increased from our deep-water Aspen development in the Guif of Mextco in the United States. in 2004, production dectined from our matunng assets
in Yemen at Mas:!a in Canada and in the United States on the Gulf of Mexico Shelf. In late 2004 we acquired North Sea assets and began production from Biock 51 in
Yemen. in 2005 we sofd producnng properties in Canada and suffered hurricane-refated downtime in the Guif of Mexico. A full year's production from the Norrh Sea and
Block 51 in Yemen offser declines caused by these events. In 2006, declines in Yemnen at Mas:!a reduced production volumes,

In Decernber 2004, we drew USE1.5 billion on unsecured acquisition credit facilities to finance the purchase of North Sea assets. The remainder of the purchase price was

funded from cash on hand. The acqursmon credit facility was repaid in 2005 with proceeds fmm the issuance of US $1.04 billion in senior notes in the first quarter and
from our asset disposition prcgramlrn the third quarter. Our long-term debt increased in 2006 as a result of our investment in capital projects, primarily at Buzzard and

Long Lake. |

| '
|
}

4 Quarterly dividends were increased to 5¢ per,share in the fourth quarter of 2003,




Our 2006 accomplishments position us for an
exciting 2007 as we plan to ramp up production
at Buzzard, bring Long Lake on stream, evaluate

our recent discoveries and continue exploring.
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EINANCGIAL{CONDITIONJANDIRESULTSIOFIOPERATIONS

J
The following shculd be read in conjunction with the Consolidated Financial Statements included in this report. The

Consolidated Flnanc:al Statements have heen prepared in accordance with generally accepted accounting principles {GAAP) in
Canada. The |mpact_of significant differences between Canadian and United States (US) accounting principles on the financial
statements is disclosec in Note 21 to the Consolidated Financial Statements. The date of this discussion is February 9, 2007.

I
I‘n;_oted, tabular amounts are in millions of Canadian dellars. Our disciisston and analysis of our oil and gas
|

activities include ouriS_‘;fncrude activities since the product produced from Syncrude competes in the oil and gas market. Qil and

Unless otherwise

gas volumes, re:ser\ifes',L snd related performance measures are presented cn a working interest before-royalties basis. We measure
our performance in IIhIS manner consistent with other Canadian cil and gas companies. Where appropriate, we have provided
information on an aftelr-royalty basis in tabular format.

Note: Canadian mfvestors should read the Special Note to Canadian Investors on page 81 which highlights differences

between our reserve ‘estimates and related disclosures that are otherwise required by Canadian regulatory authorities.
||
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l Management’s Discussion & Analysis | Executive Summary

EXECUTIVE SUMMARY

v

(Cdn$ miltions) 2006 2005 2004
Net Income . ) 601 1,140 793
Earnings per Common Share, Basic ($/share) 2.29 | 438 3.08
Cash Flow from Operating Activities 2374 | 2,143 1,606
Production before Royalties (mboerd) 21—2 : 242 250
Production after Royalties {(mboesd) 156 173 174
Capital Investment, including Acquisitions 3,408 2,638 4,264
Net Debt * , 4,730 3,639 4,285
Average Foreign Exchange Rate (Canadian to US dollar) —TO‘.BS 0.83 0.77
Proved Qil and Gas Reserves before Royalties (mmboe) ? _—H_ 725 " 468 542
Proved Oil and Gas Reserves after Royalties {mmboe) 637 393 451
Proved Syncrude Reserves before Royalties {mmboe) 324 | 318 301
Proved Syncrude Reserves after Royalties (mmboe) * 274 264 255

Notes:

1 Production before royalties reflects our working interest before royalties and includes production of synthetic crude oif from Syncrude. We have presented our working
interest befora rovalties as we measure our performance on this basis consistent with other Canadian oif and gas companies.

2 Long-term dabi and short-term borrowings fess cash and cash equivalents.
3 Includes developed and undeveloped proved reserves as at December 31.

Strong commodity prices and record results from our
energy marketing group contributed to net income and cash
flow from operating activities. WTI reached new trading highs
during the year and our realized oil and gas price was $62.92/
boe, 9% abové 2005. The marketing group contributed
record results, generating value from the optimization of stor-
age and transportation capacity, as well as financially trading
price differences’ caused by location, product quality and time.
At the beginning of the year, the UK government increased
the supplementary tax on oil and gas activities in the North

- Sea. As a result, we recorded $277 million of future income

tax expense. Our 2006 income also included $151 million of
expense in connection with our Block 51 arbitration. Last year,
our net income included gains of $225 million from the sale of
Canadian oil and gas properties and a gain of $193 million on
the sale of a porﬁion' of our interest in our chemicals business.

Qur combined” oil & gas and Syncrude production was
lower than 2005 levels as we -continue to transition from
maturing production in Yemen and Canada to new higher-
return production-in 2007, primarily in the North Sea and the
Gulf of Mexico. The 2005 sale of Canadian conventional ol

and gas assets reduced our 2006 volumes by 10,700 boe/d )

before royalties {8,100 boe/d after royalties) as compared 10
fast year, As expected, our Masila assets continued to mature
and production declined 16,800 boe/d (7,600 boe/d after roy-
alties). Qur ongoing tnvestment in Masila is to maximize the
recovery of the remaining reserves before our licence expires in
2011. With Buzzard on stream in early January 2007, our 2007

net preduction is expected to grow 50% to average between
230,000 boe/d -and 260,000 boe/d, ‘after royalties, and
between 275,000 boe/d and 305,000 boe/d, before royalties,

In 2006, our largest annual capital program was focused
on our major development projects at Buzzard and at Long
Lake. Development of Buzzard in the North Sea was com-
pleted during the year and the field began producing on
January 7, 2007. Peak production rates qf 85,000 boe/d, net
to us, are expected by mid 2007. At Long Lake, we invested
over §1 billion on the SAGD component of the project and
on construction of the upgrader. We expect steam injec-
tion to begin at the end of the first quarter of 2007, with
upgrader start up scheduled for late 2007. At its peak, we
expect our share of synthetic crude oil from phase 1 of Long
Lake to be 30,000 bbls/d. At Syncrude, the Stage 3 expan-
sion was brought on stream .in 20086, édding 8,000 bbis/d
of production capacity. Late in the year, we completed an
additional development well at Aspen in the GUIf of Mexico,

and we expect 2007 Aspen production to average between

15,800 and 20,000 hoe/d. '

Cash Flow from Operating Activities (Can§ millions)

2006 | 2,374
2005 | 2,143
2004 | 1,606

Uaxapy
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Our 2006 explorauon program was focused on drilling 20

wells, 'primarily in the Gulf 6f Mexico and the North Sea, We |
had su!ccessful results from Alaminos Canyon Block 856 {Great
White! West) and Rir{go in the Gulf of Mexico, and Golden !
Eagle in the North Sea,
‘ Our net debt increased from 2005 as a result of our mvest-
ment |n capital projects, primarily at Buzzard and Long Lake
We drew upon our committed term credit facilities during *
the year as our capital spending exceeded our cash flow by |
appro;umately $1 billion.

A
l
i

h
A o
| | S
I
I : |

Throughout 2006, the Canadian dollar continued to
strengthen relative to the US dollar. Qur sales revenue is
denominated in or referenced to US dollars. As a result, our
revenues decline as the US dollar weakens. On the other hand,
our US-dollar capital spending and operating costs are lower
when translated to Canadian dollars. Overall, the weaker US
dollar reduced our 2006 cash flow from operating activities
and net income by $223 million and $98 million, respectively.

During 2006, ocur proved cil and gas and Syncrude
reserves additions replaced more than 400% of our oil and
gas and Syncrude production {500% after royalties) as shown
in the following table:

Before After
{mmboe) , ‘ . ; Royalties Royalties
Produc:tion . ' ' ' ’
Oil and Gas f 71 51
Syncrude , ' 7 3
Total | ‘ , 78 57
1 . N \ N
| ‘ . .
Extensions, Discoveri'eﬁs and Revisions . '
Qil and Gas . ) ) | 328 295
Syncr'ude ' | . | 13 16
! 341 311

Total |

( . ‘
The majority of oul.rr 2006 additions came from our devel-
opmer;wt projects at Long Lake in the Athabasca oil sands,
Ettrick in the North Sea and Usan, offshore West Africa. We
included 246 mmboe of bitumen (219 after royalties) at Long
Lake as a result of strong year- -end bitumen prices and lower

natural gas costs. The Ettrick development was sanctloned
ol
l ]

i
]
, i
CAPI'II'AL INVESTMENT | !
! [}

|

1

during the year, contributing 18 mmboe of proved reserves
{18 after royalties). At Usan, offshore West Africa, we added
30 mmboe of proved reserves (25 after royalties). Reserves
were also added from ongoing activities in Canada, the Gulf
of Mexico and the North Sea.

(Cdns$ millions) . f Estimated 2007 2006 2005
Major Development ‘ 1,000 _ 1849 | 1,550
Early Stage Development | ) | 400 o123 54
New Growth Exploration ! 0 49 456
Core Asset Development 700 748 524

Total Oil & Gas and Syncrude 2800 | 3211 ] 2,584
Marketmg, Corporate Chemlcals and Other 100 197 54

2,900 | 3,408 | 2,638

Total Caplta| g»

| b } ;
I

[ —




Management's Discussion & Analysis | Capital Investment

Qur strategy and capital programs are focused on growing

long-term value for our sharehelders. To maximize value, we

invest in:

I core assets for short-term production and free cash flow
to fund capital programs and repay debt;

I development projects that convert our discoveries into
new production and cash flow; and

1 exhloration projects for longer-term growth.

As conventional basins in North America mature, we have
been transitioning our operations toward less mature basins
and unconventional resources. Qur key focus areas include the
North Sea, Athabasca oil sands, Canadian coalbed methane,

areas we believe have atiractive fiscal terms and significant
rematning opportunity, and where we have some competitive
advantage. -

In 2006, we invested mare than $3.4 billion in capi-
tal expenditures, mostly in multi-year development projects
and long cycle-time exploration. In 2007, we plan to invest

$2.8 billion in our ail and gas and Syncrude assets. About 34%

of this is focused on multi-year development projects, 28% on ,

core assets to sustain production and provide cash flow, and
24% on drilling high-impact exploration wells and buitding cur
acreage positian. The rest will be spent on early stage develop-
ment activities.

Gulf of Mexico, offshore West Africa and the Middle East—

2006 Investment Program

Major  Early Stage New Growth Core Asset
(Cdn$ millions) Development Development  Exploration Development . Total
Qil and Gas
Synthetic {mainly Long Lake} 1,050 74 45 - 1,169
tnited Kingdom 552 14 62 31 659
Yemen - - 37 145 .12
United States 31 b 177 387 595
Canada 167 15 118 - 140 440
Other Countries - - 20 52 8 B0
Syncrude 49 - - 37 86
1,849 123 49 748 321
Marketing, Corporate and Other - - - 197 197
‘Total Capital 1,849 123 . 491 945 3,408
As a % of Total Capital 54% 4% 14% 28% 100%
2007 Estimated Capital N
Major  Early Stage New Growth - Core Asset
{Cdn$ millions) Development Development  Exploration Development Total
Qil and Gas
Synthetic {(mainly Long Lake) 500 170 - - 670
United Kingdom ) 300 - 125 200 625
Yemen - - 50 100 150
United States - 60 325 200 585
Canada 200 - 50 150 400
QOther Countries - 170 150 - 320
Syncrude ' - - - 50 50
1,000 400 700 700 2,800
Marketing, Corporate and Other - - C- 100 100
Total Capital 1,000 400 700 800 2,900

As a % of Total Capital 34% 14% 24% 28% 100%

Uaxan
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2007 Estimated Capital
'
Major Developmem (34%)
Early Stage Developmenl (14%)
New Growth prloratlon (24%)
Core Asset Development (28%)

| !
! i[ i
| I
i ]

Major and Ea'rly Stage Development Projects
Approximately 58% of {Jhr 2006 capital was directed
towards early stage and ma;'or aeveloﬁmem projects including
Buzzard, Long Lake, Syncrude Stage 3 and CBM,
| [
Synthetic | | l }
In 2006, we mvested apprOX|mately $1.2 billion to develop

our insitu oil sands r»c_‘source| This tncluded approxlmately -

$1.1 billion Jnvested at our wfIrSt phase of Long Lake. The
SAGD facilities are in the fmal stages of commissicning and
start up and we expect steamllnjectlon to commence at the
end of the firs{ quarter of 2007 w:th bitumen production
rates ramping up to peak rates‘over a'12 to 24 month period.
Upgrader mOdLIJIE fabricatior% is Iarg'ely complete and over
95% of the modules are on site. Construction of the upgrader
is apprommately 80% completle and start up is scheduled for
late 2007. Production capacity for the first phase of Long
Lake is approxu'lnately 60,000 bbls/d (30 000 bbls/d net to us)
of premium synthetlc crude WhICh we expect to reach by late

2008 or early 2909 : o

We have a number of majt')r development

projects: at various s'tages;of completion.

We are planmng to |ncrease synthetlc crude oil produc- :
tion to 240, OOO bbls/d (120, 000 bbl/s net to us} over the next .

decade. We plan to sequentlally develop our oil sands leases
with additional 60,000 bbls/d' (30,000 bbis/d net to us) phases

using the same;technology and design as Long Lake phase 1. -

We are currently progressing phase 2 development. We have
completed seu;muc and core hole dnlllng programs and we
have ordered several major vessels

I i
i.

I )

)

I
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United Kingdém

At Buzzard, we installed the utilities and production
t0p5|des drilled the initial development wells and completed
hook-ups and project commissioning. Buzzard came on
stream in early January 2007 and production is ramping up.
The f?cilities have the capacity to process up to _:200,000
bblsd of oil and 60 mmcfid of gas, including the removal of
hydrogen sulphide. Based upon recent drilling results,'we have
experi:enced more well-to-well variability in the concentration
of hydrogen sulphide than previously seen. We expect existing
equipment and processes will alfow us to manage this variabil-
ity for at least the first two or three years of production. As
we continue to“produce and acquire reservoir information, we
will determine whether additional equipment will uItimater
be requued We have a 43.2% interest in Buzzard and oper-
ate the project.

Elsewhere in the North Sea, we are progressing the devel-
opme{nt of the Ettrick field. Production at Ettrick is éxpected
to commence in the first half of 2008, with our share’ reachlng
appro|x|mately 16,000 boe/d. Development is apprommately
30% {complete and includes drilling three productlon wells
tied back to a floating production, storage and off -loading

. VESSe| We have an 80% interest in Ettrick.

+

Canada

In| Canada, we are developing the first commercral CBM
project from Mannville coals in the Fort Assini bome area of
Alberta. In 2006, we invested $237 million in explorétion and
develt‘npment activities on our CBM lands, of which $181 million
was ?ssociated with development. We plan to increase our
CBM production to at least 150 mmcf/d by 2011.
. D{Jring the year, we acquired over 100 sections of land in
an emerging shale gas play in western Canada. We plan 1o
initiate a drirlinlg and evaluation program in 2007 tq demon-
strate the feasibility of this opportunity.

t
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Other Countries )

On Block OPL-222, ofishare West Africa, Nigerian authori-
ties have provisionally approved the Usan Field Development
Plan. Basic‘engineering of the facilities is complete and tender-
ing of contracts for all major components is proceeding. The
development plan includes a floating production, storage and
off-loading vessel with storage capacity of two million bar-
rels, capable of handling peak production rates of 160,000
bbls/d of oil. We expect the Usan development to be formally
sanctioned in 2007, with first production as early as 2010.
We have a 20% interest in the exploration and development
of this block. -

Syncrude

At Syncrude, we completed the Stage 3 expansion dur-
ing the year. Start up was initially delayed by the emission
of odours from the flue gas desulphurizer plant but modi-
fications to eliminate the odours were completed and the
expansion started up in late Augusi. The Stage 3 expansion
increases our production capacity by 8,000 bbls/d.

New Growth Exploration

We invested approximately 14% of our 2006 capital in
new growth exploration, incleding seismic data acquisition.
We had exploration success in the Gulf of Mexico at Alaminos
Canyon Block 856 {(Great White West} and Ringo, and at
Golden Eagle in the UK North Sea.

At Alaminos Canyon 856, we are evaluating devetopment
options following a two-well exploration drilling program ear-
lier in the year. This block is located approximately 240 mites
south of Houston and is immediately west of the Great White
discovery. We have a 30% interest in this discovery.

At Ringo, we are evaluating a sub-sea tie-back to nearby
facilities, which could be on stream in late 2008, We have a
50% interest in this discovery.

We recently completed drilling operations at our Golden
Eagle prospect in the UK North Sea. The discovery well was
drilled to a depth of approximately 7,500 feet and encoun-
tered hydrocarbons. A successful sidetrack well was drilled
to appraise the accumulation and we are currently evaluating
development options. We have a 34% operated interest in
Golden Fagle,

Our exploration program continues
to deliver results with new finds in
the Gulf of Mexico and North Sea.

In 2006, we participated in the Norwegian exploration bid
round and were recently awarded four licenses. The licenses
are in water depths from 1,000 to 1,300 feet and are located
between 30 and 100 miles offshore Norway, situated close to
existing infrastructure, In 2007, we plan to invest in additional
seismic and geological studies 'in this region.

Core Asset Development

We direct our capital investment in our maturing assets to
extract maximum value over the remaining life of the assets.
In the Gulf of Mexico, we began producing from an additional
development well at Aspen in late December. Based on results
from this well, we see further opportunities in the Aspen field
and are currently sidetracking one of our existing Aspen wells
to exploit deeper sands. We have & 100% interest in Aspen.

During the year, we commenced power production from
our Soderglen 70 megawatt wind farm in southern Alberta.
The wind farm comprises 47 wind towers, each with a 1.5
megawatt turbine. We have a 50% interest in this project.
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FINANCIAL RESULTS o

Year-to-Year Change |;|| Net Income

+

| f

1
(Cdns millions) | ' ; ! 2006 vs 2005 2005 vs 2004
Net Income for 2005 and 2004 | ! | 1,140 ! 793
T ' ;
Favourable (ulnfavourable) variances: ? 1 !
| ' | |
Production Volumes, After R'oyalties '
Crude Oil " ! ' ‘ { _ (245) 39
Natural Gas I ! i - (55) ‘ {55)
Change in Crude Qil Inventory | ! | ' (74) i 4
Total Volume Varlancei i I | (374) - (12)
| * I | ' '
Realized Commodity Prices’ | ;
Crude Oil ,! ; 325 648
Natural|Gas V! i i (133) 165
Total Price Variance | { 192 813
il and Gas Operating Expense ! '
Conventional f | | ' 13 (64)
Syncrude | ; | , (35) (270
Total Operatmg Expense Varlanr.e ; i | (22) 91)
. |
Depreciation, Depletion, Amartization and Impairment ,
Oil & Gés and Syncrude | (48) ‘ (308)
Other_| H o : 4 : (19
Total Depreciation, Dei‘p:;letion. Amortization and Impairment Variance ' (44) (327
Exploration Expense . {(111) %
| . a !
Energy Marketing Contribution : 336 49
! H . :
Chemicals Contribution | : (12). k]|
| L Z i :
General and Administrative Expense ‘ i 254 ) (510)
! g i | ) :
Interest Expense ¥ ' | 44 ; 46
! g | !
Current Income Taxes i 29) : 91)
Future Income Taxes |1 ! ' (549) , 353
- 1 ; : '
Other : ! f : :
Block 51 Arbitration | i ) (151) -
Business Interruption Insurance Proceeds ! } ¢ 152 ) 8)
Gains from Divestiture Programs {218) 418
Increase’ (Decrease) in Fair Value'of Crude Qil Put Optians 185 {252)
Other | L | 8 (67)
I b !
Net Income for 2006 and 2005 ' | : 601 1,140
|

i K
Noies: |

I 2005 and 2004 includes resufts of cﬂsconnnued operations (see Note 14 to our Consolidated Fmanc:af Statements).
2 Al amounts are prasented before prcmsnon for income taxes.

o
Significant variances in net' |ncome‘

| l i 1

are explained in the sectuons that follow.
!
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OIL & GAS AND SYNCRUDE

Production
2006 2005 2004

Before After Before After Before After
Royalties ! Royalties Royalties Royalties Royalties ! Royalties

0il and Liquids (mbhivd) ; '
Yemnen 92.9 518 112.7 60.6 107.3 53.5
Canada ? 20.0 15.8 292 22,6 ' 362 28.2
United States 17.0 15.0 22.2 19.6 30.0 26.5
United Kingdom 16.9 "16.9 : 126 T 126 1.5 1.5
Australia? - - - - 2.7 2.5
Other Countries 6.3 5.7 5.6 5.1 5.3 47
¢ Syncrude (mbblsid) ¢ 18.7 16.9 15.5 15.3 17.2 16.6
' 171.8 122.1 197.8 135.8 200.2 1335

Natural Gas (mmci/d)

" Canada? h 108 91 124 1 . 146 115
United States 111 94 116 99 148 126
United Kingdom 20 20 23 23 3 3

239 205 263 223 297 244

Total (mboer) 212 156 242 173 © 250 174

Notes:

1 We have presented production volumes before royaities as we measure our performance on this basis consistent with other Canadian oil and gas companies.
2 Includes the following production from discontinued operations. See Note 14 1o our Consolidated Financial Statements.

2006 2005 2004

Before Royalties
Qil and Liquids (mbbls/a) - 6.7 11.7
Natural Gas (mmci/d) ) - 24 47
After Royalties : - R
Qit and Liquids (mbbls/d) - 5.3 9.0
Natural Gas (mmcf/d) . . - ) 17 33

3 Comprises production from discantinued operations. See Note 14 to our Consolidated Financial Statements.
4 Considered a mining operation for US reporting purpases.

2006 vs 2005—Lower production decreased net income gas properties that were sold in the third quarter of 2005.

by $374 million . Removing the impact of these property dispositions, production
Production before royalties decreased 12% from 2005, before and after royalties dectined 8% and 5%, respectively,
while proquction after royalties decreased 10%. Our 2006 The following table summarizes our production changes

production excludes volumes from our Canadian oil and  year over year:

. Before After
(mboe/d) Royalties Royalties
2005 Production 242 173
Canada—Disposition of Properties : T : {11) (8
231 165
Production changes

Yemen ' {20) (9)
Canada 4] (1
United States ' (6} (5
United Kingdom 4 4

Colombia . 1
Syncrude ~ 3 1

2006 Production 212 156

UaXaN
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In 2007, we expecf 'to grow our annual production rate
after royalnes approximately 50% compared to 2006 to
between 230 000 and 260,000 boe/d after royalties (275,000
and 305, 000 boe/d before royalties). Increases are expected
to come from Buzzard in the North Sea {which commenced
productlon January 7, 2007). from the Gulf of Mexico and
a full year of productioln from the Stage 3 expansion at
Syncrude.! Also, steam 'injection at Long Lake is expected
to begin at the end ofitihe first quarter in 2007, with bitu-
men prod:uction ramping up until the upgrader is scheduled
to commence synthetic ;crude oil production late in 2007.
Anticipate'!d field declines in Yemen will partially offset these
expected increases.

Qur plroduction a‘f:ter royalties is expected to
grc;vw approximately 50% in 2007, with
incremental volumes from Buzzard, the Gulf of
Mex;ico. Syncrude Stage 3 and Long Lake.

. ‘

Productlon volumes discussed in this section represent our

working interest before royalt:es
|

'
' 1

Yemen _

Yemen production decreased 18% from 2005. Production
from Masifé decreased 19% reflecting the maturity of the field
and the impact of a reduced development drilling program.
In 2006, we drilled 28 development wells, eight fewer than
in 2005~ Strong initial rates from new wells, combined with
well optimi:zations, helped to minimize expected production
declines. Base declines &t Masila are expected to continue
as we maximize recovery of the remaining reserves on the
block prior to expiry of our license in 2011. We plan to dril
14 development wells and continue our well optimization
program in 2007.

On Bloek 51, production from the East Al Hajr field
declined 12%. In the first quarter of 2006, we commissioned
the permanent central processing facilities on the block.
Lower than: expected initial rates on new-wells and higher
than anticip'ated decline rates contributed i the decrease
from 2005. During the year, we drilled 24 development wells
and nine de{relopment wells are planned for 2007.

! We expect our share of total production from Yemen to
iaverage between 60,000 and 75,000 bbls/d in 2007.

1

'‘Canada

Production in Canada decreased 24% from the previous

‘year, primarily as a result of the sale of conventional oil and
gas properties in Alberta, British Columbia and Saskatchewan.
Removing the effect of the dispositions, production decreased
i3% from 2005. Natural field decfines of 7,600 boe/d were
;offset by capital investment in our heavy oil and natural gas
assets, contributing 5,500 boe/d in new production. Gas
!production is increasing at our coalbed methane projects in
)?\Iberta as existing wells continue to de-water and we bring
more wells on stream. In 2007, we expect to drill 165 infill
\INeIIs continue optimization activities on our conventional
assets and work on developing new technologles to increase
recovenes on our heavy oil properties.

. We expect 2007 production to average between 45,000
and 50,000 boe/d in Canada with the commencement of
production of premium synthetic crude oil at Long Lake and
additional coalbed methane volumes.

!

United States

| Guif of Mexico production declined 14%, or about 6,000
bl‘oe/d from 2005. Lower production from Aspen due to
nlatural declines contributed approximately 5,400 boe/d of the
decrease. An additional Aspen development well was brought
on stream in December 2006. This well was expected to come
o?n stream earlier in the year but damage to the drilling rig
ffom a work-boat accident delayed completion of the waell.
We are currently side-tracking one of the wells and expect it
té.be on stream by mid 2007. In 2007, we expect production
fr’om the Aspen field to average between 15,000 and 20,000
boe/d. Gunnison production remained strong, accounting for
39% of our production from the Gulf of Mexico. Development
of the Dawson Deep discovery was completed and tied-back
td our Gunnison SPAR in July. The Wrigley devellopment was
delayed by the tight rig market in the Gulf, but completion
is progressing and the development is expected to come on
stﬁeam in the first half of 2007, with production rates antici-
pated of 3,200 boe/d.

|
1
|
!
|

|

*

e et A = e sk Skt N g e

- ¢ e N wbn

e b s Famr ARG - 5 RS g ol

e e



LManagement‘s Discussion & Analysis | Production

The effects of Hurricanes Katrina and Rita continued to be
felt in 2006 as we slowly restored production from fields shut-
in due to damage received in 2005, Production from Vermilion
321 was restored in September 2006. At year end, Vermilion
340 remains shut-in from damage to the sub-surface pipefine
system. This production was restored in early 2007 (400 boe/d).
During the year, we received $80 million of business interrup-
tion insurance proceeds related to the 2005 hurricanes.

In 2007, we expect production to average between
45,000 and 55,000 boe/d in the Gulf of Mexico.

United Kingdom

Production in the UK increased 23%, or 3,800 boe/d from
2005, primarily as a result of less downtime on the Scott plat-
form and new production from our non-operated Farragon
field. In 2005, our production was reduced by two genera-
tor failures on the Scott platform. During 2006, we received
$74 million in business interruption proceeds related to these
failures. Our 2006 preduction was lower than we expected as
planned maintenance work on the Scott platform flare tip took
longer than anticipated and operating capacity was reduced by
maintenance activities on the SAGE export pipeline,

With Buzzard on stream, we expect
UK production to average between
90,000 and 100,00 boe/d in 2007.

Final commissioning of the facilities at Buzzard was delayed
by inclement weather in the North Sea late in the year. Buzzard
began production on January 7, 2007. The delay has no impact
on our ramp-up plans and peak production of 85,000 boe/d is
expected 1o he achieved in the second quarter of 2007.

In 2007, we plan to drill and complete eight production
and three injection wells at Buzzard and three development
wells in'the Scott/Telford area. We expect our total year pro-
duction fram our North Sea assets to average between 90,000
and 100,000 boe/d in 2007. This compares to the 19,000
boe/d these assets produced when we purchased them in
late 2004.

Other Countries

Production from the Guando field in Colombia was con-
sistent with 2005. We maintained production rates from two
infill drilling programs, bringing 15 additional wells on stream
during the year. We expect to maintain production rates in
Colombia in 2007.

S‘yncrude

At Syncrude, production increased 21% from 2005, but
was lower than expected. The start-up of the Siage 3 expan-
sion was delayed by emission of odours from the flue gas
desulphurizer plant. Production from the Stage 3 expansion
began in early May and was approaching design capacity rates
prior to shutting in as a result of the odours. Modifications
to eliminate the problem were completed during the sum-
mer and the facilities were restarted in late August. Late in
the year, a turnaround on coker 8-2 reduced production by
approximately 6,000 bbls/d, The turnaround was completed
early in 2007.

Strong realized prices on production have enabled us to
fully recover capital costs at Syncrude including costs associ-
ated with the Stage 3 éxpansion. Consequently, our Syncrude
royalty in 2006 increased from a 1% gross revenue royalty to
a 25% net reven ue'royalty. As a result of the increased royalty
rate, we receive lower net production relative to our working
interest production volumes.

In 2007, we expect our total-year production from Syncrude
to average between 20,000 and 25,000 bbls/d.

2005 vs 2004—Lower production decreased net income
by $12 million

Production before royalties declined 3% during 2005,
while production after royalties remained consistent with
2004 levels, New royalty-free production from the UK North
Sea partially offset the sale of higher-royalty production from
Canada. We sold Canad?an production during 2005 to reduce
debt that financed our acquisition of offshore oil and gas
assets in the North Sea. Production was lower as a result of
hurricane activity in the Gulf of Mexico in the second half of
2005, Removing the impact of the Canadian asset sales and

_ the lost volumes attributable to Hurricanes Katrina and Rita,

our 2005 production before royalties would have increased
3% from 2004,

aU) udxaN
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Comh‘nodity Prices
| .

! 2006 2005 2004
Crude 0il !
Wes;‘. Texas Intermediate (WTI) (US$/bl) . 66.22 56,58 41,40
i B i
Differentials ' (US$/bl) .
Heavy Oil - LLK . ' ! 21.79 20.82 13.53
MARS o i 734 6.59 6.15
Masila ‘, 3.00 5.71 484
Dated Brent .+ | ] 2.20 -
! ! . i
Producing Assets (Cdn$/bbl) '
Yemen ' 71,57 $2.07 47.59
Canada [ 42.79 40.51 36.60
United States , ; 65.80 57.63 26,60
United Kingdom 71.19 5055 4681
Australia ' - - 51.22
Other Countries | : T 6609 59.96 43.07
Syncrude ' 72.32 71.00 52.80
, ;
Corporate Average (Cdns/obl) I 67.50 58.98 45.90
I : ' ’
Natural Gas _ ' |
New York Mercantile Exchanée (US$/mmbtu) ‘ 6.99 8.99 6.19
AECO {Cdn$/mcf) I 6.62 8.04 6.44
! !
Prod'ucing Assets (Cdn$/mcf) : )
Canada ; 6.49 7.51 5.76
United States ! 7.86 10.56 7.89
United Kingdom 7.43 7.86 8.28
. . l N o
Corporate Average (Cdn$/mcf} : 7.18 8.89 6.85
. . t !
Nexen's Average Realized Oil and Gas Price (Cdn$/boe) i 62.92 57.97 44,94
1
Average Foreign Exchange Rate-Canadian to US Dollar ‘ 0.8818 0.8253 0.7683

|
nota: |

I Thesé differentials are a discount to WL
i
L

| c

2006 vs 2005—Higher realized prices increased net
income $192 millicmI - \
Average WTI was 17% higher from the prior year, increas-
ing our average realized crude oil price 14% to $67.50/bbl.
Qur realized natural Qas price fell 19% from 2005, while
NYME)& decreased 22% in the same period. The full impact

of the increase in WTI was not reflected in our higher realized
| : !

crude ;)il price as the Canadian dollar strengthened relative to
the US dollar. The impact of the weaker US dollar was offset
by narrower crude oil differentials. The weaker US dollar
reduced net sales by approximately $250 million, and reduced
our realized ¢rude oil and natural gas prices by approximately
$4.85/bbl and 30.50/mdf, respectively as compared to 2005,

b
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Crude Qil Reference Prices

Crude oif prices remained strong for most of 2006, with
WTI reaching 'new highs in July before finishing the year at
US$61.05/bbl, roughly where it began. WTI tradéd at an
average of US$66.22/bbl for the year, with a trading range of
between US$54.86/bbl and LUS$78.40/bbl, where it peaked on
July 14. The steady decline in crude prices from August to the
end of the year was Iérgely driven by warm weather, above
average crude oil inventories, concerns over the US economy,
the perceived reduction of geopolitical tensions in the Middle
East and institution-led sell offs in the crude oil markets.

Weather has become an increasingly significant factor in
the pricing of crude oil. In North America, a mild 2005/2006
winter followed by an uneventful hurricane season in the Gulf
of Mexico and a forecast for a warmer than normal 2006/2007
winter season due to the warming effect of El Nino have put
downward pressure on prices. The resulting reduced demand
has helped push crude ail inventories to levels higher than
the five-year average. In addition, concerns over a siowdown
in the US economy due to the weakening of the US housing
market have depressed crude oil prices further.

WTI reached record highs during 2006,
increasing our realized crude oil prices.

Geopolitical events were a dominant theme through the
first eight months of the year. Tensicns in the Middle East as
a result of Iran’s uranium enrichment program, on-going vio-
lence in Irag, fighting between Israel and Hezbollah militants
in Lebanon, supply outages in Nigeria caused by contin-
ued violence and the nationalization of Venezuela's energy
industry cantributed to increased prices and greater market
volatility. Towards the end of the year, however, geopolitical
tensions have been discounted by the market following an
end to the conflict in Lebanon and doubts the US will move
against Iran,

A number of oil and gas producers have put option price
protection programs in place at WTI strike prices ranging
from U53$45 to US$60/Mmbl. With falling crude ol prices, these
programs get closer to being “in the money”. This caused a
sell-off in the crude oil markets by various institutions that
wrote these options as they attempted to manage their option
exposures. This sell-off contributed to the downward pressure
on crude prices.

2006 WTI Monthly Average Cil Price {Us$/bbl)
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To mitigate the bearish sentiments for crude oil, OPEC has
shown a commitment to its US$50 — $55/bbl basket price by
agreeing to reduce production by 1.2 million barrels a day
from November 1 and by a further 500,000 barrels a day from
February 1, 2007. On the demand side, global oil demand
growth remains moderate and is expected to rise by 1.5 million
barrels per day in 2007 to 86 million barrels a day. This growth
comes mainly from China and India. We expect this demand
increase and the commitment from OPEC to lower production
to stabilize crude oil prices in the near term.

Since the beginning of 2007, WT! has dropped to a low
of U5$49.90/bbl, but has since rebounded to approximately
US$59/bbl in early February.

Crude Oil Differentials

In Canada, heavy crude oil differentials averaged
US$21.79/bbl (33% of WTI) for the year, compared to
$20.82/bbl (37% of WTI) in 2005. Differentials narrowed in
the summer, as demand increased for heavy blends relative
to light blends. This reflected normal seasonal narrowing as
we headed into the summer asphalt season. Typically, heavy
crude oil differentials widen going into the fourth quarter but
this year, they maintained their summer levels following the
late-year faltoff in WTI. In addition, heavy crude oil differentials
are tighter than wusual this winter since OPEC cuts tend to be
heavy barrels. This increases the value of heavy barrels relative
to lighter barrels. |
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R
The US Gulf Coast Mars drfferentra[ widened, averagrng
US$7.34/bbl in 2006 as compared to US$6.59/bbi in 2005.
This was prrrnlarrly due to’ hrgheerﬂ prices, temporary
dedines in dernand due to rrefrnery| maintenance schedules :
and increased cornpetltron frorn Canadran heavy crude down';
the Spearhead pipeline rnto* Cushrng, Oklahoma and the !
Pegasus pipeline into Nederland, Texas. Late in the year, Mars ,
differentials narrowed in response 1o falling WT! prices and .

OPEC production quota cuts: | ;

The YemenMasila drfferentral narrowed substantially rela- |

tive to WTI durmg 20086, averagrng Us$3.00/bbl comparedi
to US3S. 71/be last year. Thrs Iargely reflects the impact-of
stronger Brent'pricing since Masna crude is priced off Brent

coupled with clontrnued strong Asran' demand.- ‘

| [ I - } i

The Brent!WT | dlf’ferentlal strengthened
durmg 2006, creatmg strong crude oil

prlcrng for our'North Sea barrels.

'

The Brent/WTI drfferentrlai strepgthened during 2006
averaging US$1 08/bbl as compared‘to US$2.20/bbl in 2005
resuting in a solrd crude orllprrce for our North Sea barrels. .
The spread between WTl and Brent broke away from historical :
norms where WTI ysually trades ata premrum of US$1.50/bbl
to US$2.00/bbl. Several times durrng the year, WTI traded at
a discount to :Brent. This was causc:ed by weak US demand;
during a heavier than usrra'l‘, maintenance Season, coupledi
with high US crude inventory tevels as production from the!
US Gulf Coast came back on stream foIIowrng damage caused
by Hurricanes Katnna and tha in 2005 On-going production”
outages in Nrgerra also helped to push Brent up relative to
the North Amerrcan WTI benchmark. Near the end of theI
year, Brent garned mare upérde support due to the produc-
tion quota cut from CPEC. OPEC cuts have a more |mmed|ate
impact on Brent relative to Wl grven the shorter transit trme
of Brent to world markets. ‘ : !

| ) | ,
Natural Gas Reference Prrces ’ ' :

Natural gas prices averaged US$6 99/mmbtu, 22% belowr
2005 levels. NYMEX reached record price and volatility Iev-
els in late 2005 driven malnly by the impact of hurrlcanes
Katrina and Rita and speculatron|around the 2005/2006
North American winter season. In 2006, the mildest January-
temperatures cgn record were expenernced in several key North

il
American natural gas consumrng regrons which resulted in a

| 1
]
!
| 0 |
| i
- J ! .
- i i |

-~

- ; r :
weakening of NYMEX. This created a significant gas storage
overhang. Prices remained soft throughout the year reflecting
high |storage levels, an uneventful hurricane season and a
mild 2006/2007 winter prediction due to the warming effect
of EI}Nino. Lack of sustained cold temperatures hea:ding into
2007 will discourage storage withdrawals, which puts further
downward pressure on prices.

2005 Vs 2004—Hrgher realized prices added
$813I million to net income J

Crude oil prrces remained strong in 2005 reaching new
highs and new levels of volatility. While global demand was
moderate and supply levels adequate, the stability and security
of Iorirg-term 5Lirpply remained a concern, along with tightening
refini!ng capacity worldwide. r

Natural gas prices reached record highs and experienced
increased volatility. Prices early in the year were propped up
by strong oil prices. The disruptions caused by the hurricanes
pushed North American gas prices to new highs. The volatility
did not end with the hurricane activity, but continued into the
winter, as markets speculated on the impact of a cdld or mild
winter on tight supply. Prices peaked on December’- 13, 2005
withINYMEX gas settling at US$15.38/mmbtu. ‘

The full benefrt of higher benchmark pnces wasn't
reflected in our realized prices because of the’ weaker Us dol-
lar |r1I 2005, All of our ol sales and most of our gas sales are
dengminated in, or referenced to, US dollars. As a result, the
weaker US dollar decreased net sales for the year by approxi-
mately $270 million, and reduced our realized crude oil and
natu;ral gas prices by approximately $4.40/bbl and $_0.65/mcf,
respectively, compared to 2004. ) )

’2006 NYMEX Monthly Average Natural Gas Prices (US/mmbtu)

Jan  Feb ! Mar Apr May Jun Jul Aug Sep Oct » Nov Dec
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Operating Expenses

2006 2005 . 2004 ~
f ) Before After Before After Before After
{Cdn$/boe) . Royalties * Royalties | Royalties Royalties  Royalties ' Royalties
Conventional Qil and Gas .
Yemen 4.45 8.1 363 6.75 2.80 5.64
Canada 1031 12.73 8.21 10.34 7.12 8.98
United States . 8.17 9.45 6.35 7.33 © 530 6.12
United Kingdom : 11.28 11.28 14.90 14.90 + 826 8.26
Australia - - - - 3294 35.73
Other Countries 2.87 313 5.55 6.08 " 376 4.0%
Average Conventional 6.95 9.69 6.03 8.70 5.13 7.59
Synthetic Crude Oil .
Syncrude 27.53 30.43 26.95 27.22 19.89 20.61
Average Oil and Gas 8.77 11,96 7.36 10.34 6.15 8.83

Note:

T Operating expenses per boe are our total oif and gas operating costs divided by our working interest production before royalties. We use production before royaities to

muanitor our performance consistent with other Canadian oil and gas companies.

2006 vs 2005—Higher operating expenses decreased
net income by $22 million

In Yernen, operating costs on a per-unit basis are increasing
as fixed costs from our central processing facilities, combined
with increased water handling costs, are spread over lower pro-
duction volumes. At Masila, lower production and increased
service rig activity required to minimize production decfines,
combined with the costs associated with the replacement of
a single point mooring system used to load oil onto tank-
ers, increased our corporate average by $0.20/boe. Block 51
operating costs increased our corporate average by $0.22/boe,
reflecting higher manpower costs, increased water handling
costs at the new facilities, maintenance costs associated with
equipment (ebairs and power outages, and increased fuel con-
sumption and fuel prices. We expect Yemen aperating costs
per barrel to continue to increase as our production declines.

Following the sale of Canadian conventional oil and gas
properties in 2005, we have proportionately higher production
from our heavy oil properties, which have higher operating
costs compared to the lighter oil production we sold. Canadian
operating costs increased our corporate average by $0.18/boe.
We are focused on increasing recovery rates from our heavy oil
properties by developing new technologies. '

Operating costs in the Guli of Mexico increased from last
year due to industry cosi pressures caused by the strong com-
modity price environment and the 2005 hurricane season.

Lower production volumes and workovers on our shelf prop-
erties at the start of the year increased our corporate average
by $0.39/boe.

With the sale of Canadian preduction in 2005, barrels from
the North Sea are contributing a higher percentage of our
total pfoduction. As the North Sea has higher operating costs
than our average cost per barrel, the change in production mix
has increased cur corborate average by $0.32/boe. This was
offset by lower operating costs relative to 2005, as operating
expenses last year included repair Costs related to turbine
failures. This reduced our corporate average by $0.26/hoe.
We expéct our North Sea operating costs to decrease on a
per-unit basis in 2007, with increased low-operating cost
production expected from Buzzard.

We expect 2007 operating costs to decrease -
on a per-unit basis with increased
low-operating cost production from Buzzard.

Syncrude increased our corporate average operating costs
by $0.72/boe as a result of maintenance activities and the
turnaround of a coker during the first quarter of 2006, com-
bined with ¢osts related to start-up of the Stage 3 expansion.

The stronger Canadian dollar decreased our US-dollar
denominated operating costs, reducing our corporate average
by $0.38/boe, compared to 2005.
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2005 vs 2004—ngher operatlng expenses decreased

net income by $91 mrlllon b

In 2005, higher operatlnglcosts reflect the ¢hange i in our
profile as more of our productlon came from higher-cost areas
such as the North Sea, and from Canadian heavy oil following
the Canadian property; sales completed that year. Operating
costs were negatwety l|mpacted by storm-related costs and
malntenance actlvmesl In addition, high levels of mdustry
activity and higher energy costs driven by record commodrty
prices, increased our operatlng COsts. ‘

Our operatrons at Masrla in Yemen reflect the maturlng
asset base and have! hlgher,operatrng costs, malnlyrfrom
mcreased service rig activity 10 minimize production declines.
These hrgher costs added $0.09/boe to our corporate|aver—
age. Block 51 operatlng costs were higher than Masila,
reflectmg the use of. temporary production facilities. Higher
operatlng costs from Block 51 ||ncreased our corporate average
by $0.53/boe. [ |

Industry cost pressures and the sale of conventional pro-
duction increased our Canadlan unit operating costs in 2005.
Although we sold high- -cost productton relative to our corpo—
rate average we expect our overall Canadian operatrng costs
to increase as we have proportronatety higher production from
our heav{r oil propertles These[propertres have higher operat-
ing costs compared to the Ilghter oil production that was sold

In the Gulf of Mexrco Iow‘er volumes of higher- cost bar-

1
. , !
rels at Aspen, along with $12 million of Aspen-1 intervention
costs expensed in' 2004, decreased our corparate average by
$0.10/boe. Workovers on our shelf properties, coupled with
lower production and property damage cdsts not cavered
by insurance, increased our corporate average by 3$0.05/boe
from 2004, '

Higher-cost North Sea production mcreased our corporate
average unit costs by $1.14/boe. Cur North Sea operating
costs were higher than anticipated as a result of maintenance
and repair work caused by generator failures in the second
quarter and major maintenance turnaround and facilities
upgrading at the Scott platform in the third quarter.

Our:AustraIian operations ceased in Iate 2004 and the
exclusion of these high-cost, late-life barrels reduced our
corporate average by 3%0.57/boe. US-doIIa'.r denominated
operating costs were lower when translated to Canadian dol-
lars as a result of the weak US dollar. Our corporate average
was reduced by $0.30/boe as a result.

Syncrude operating costs per boe were 35% higher than
in 2004. Turnaround and maintenance costs accounted for
half of the increase, as we completed major | turnarounds on
various upgradlng units during the year. In addition, high
tevels of industry activity in the oil sands have put upward
pressure, on costs. When combined with higher energy costs
required in the upgrading process, our corporate average
increased by $0.34/boe. '

i | 7 y o .
Depreclatlon, Depletron. Amortization and Impairment (DD&A)

2006’

t

!

' t
| ! ] t 2005 2004
: | ; Before After Before After Before After
{Cdn$sboe) | ll | . Royalties * Royalties Royalties Royalties Royalties ' Royalties
Conventional Oil and Gas | j t
Yemen i t 9.67 17.61 ioBSEe 15.93 435" 8.77
Canada Pl | 11.22 1384 7 9.2 11.67 9.02 . 11.37
United States ? b I 16.28 18.84 © 15.39 17.77 1293 - 14,93
United Kingdom li | 30.22 3_0_.2'2 i 33.25 33.25 22.44 22.44
Australia ; 5 - ] _ - - 5.82 6.31
Other Countries il \ ' 4.30 4,69 Y620 5.79 9.90 10.77
Average Conventianal !, \ 13.12 18.30 T 1178 . 17.00 7.87 11.64
’ ! T | :
Synthetic Crude 0il ' ! ‘ "
Syncrude . i 4,81 532 - 3.08 ER P 275 . 2.85
Average Oil and Gas || t 1238 16.88 11.23 15.77 7.52 10.80
. N I I 0
\ .

Nates: | -

|
1 DDEA per boe is our DDEA for oil and gas operatrons divided by aur working interest production before royalties. We use production before royaities to monitor our

performance consistent with other Canadian oil and gas companies. !

2 DDBA per boe excludes the rmparrmenr charge described in Note 6 of our Consolidated Financial Staterents.

t

! ]
I
i ! s
b

y

ek A

g 2

T T TR




Management's Discussion & Analysis I DD&A J

2006 vs 2005—Higher oil and gas DD&A decreased net
income by $48 million

Our 2006 DD&A expense includes $93 miliion (31.21/boe)
of impairment expense primarily related to two natural gas pro-
ducing properties in the Guif of Mexico. The impairment was
caused by disappointing developr/n\ent programs and negative
year-end reserve revisions, The carrying values of the impaired
properties have been reduced to their estimated fair value. In
addition, our 2006 DD&A expense includes $15 million (2005
—358 million) relating to the write down of a portion of our
purchase price allocation to unproved properties purchased in
the North Sea as a result of unsuccessful exploration activi-
ties. Our 2006 average depletion rate excluding impairment
charges is $12.38/boe, 10% above our 2005 average.

In Yemen, we began depleting the permanent production
facilities on Block 51 during the year. Strong crude oil prices
allowed us to continue to maximize the recovery of the costs
we paid on behalf of the government. This increased our cor-
porate average by $0.64/boe. '

The strong Canadian dollar reduced our
corporate DD&A rate by $0.72/boe from 2005,

The increased Canadian depletion rate reftects the deple-
tion of costs associated with our coalbed methane projects in
central Alberta. Qur corporate average is higher by $0.35/bbe
as a result. We expect our depletion rate for our coalbed
methane projects to dedline as the wells de-water and we
are able to recognize additional reserves. Depletion rates for
our deep-water assets’in the Gulf of Mexico increased our
average by $0.28/boe primarily as a result of reserve revisions
late in 2905.

Our depletion rate for our North Sea assets is higher than
our average, primarily from the allocation of the purchase
price we paid for these assets in 2004. Our corporate average
is increasing as the North Sea becomes a larger proportion of
our total production and from lower production in Canada

following the sale of conventional oil and gas assets in 2005.

. This change increased our corporate average by $0.42/boe.

We expect our corporate average will continue to increase in
2007 as we begin to deplete Buzzard.

The Stage 3 expansion at Syncrude began producing duv-
ing the year and we started depleting these assets in 2006.
This increased our corperate average by $0.23/boe.

The strong Canadian dollar reduced our DD&A expense
relative to 2005 as the depletion of our international and US
assets is denominated in US dollars. This lowered our corpo-
rate average by $0.72/boe from last year.

2008 vs 2004—Higher oil and gas DD&A decreased net
income by $308 million

Streng production volumes, new production from our
North Sea assets and additional capital cost recovery from
Block 51 in Yemen increased our oil and gas DD&A compared
with 2004 levels. We also expensed $58 million related to
unproved North Sea properties as a result of unsuccessful
exploration activities. ’

" Block 51 production in Yemen increased our corporate
unit depletion by $2.21/boe from 2004 as a result of car-
ried interest accounting for the recovery of Block 51 capital
costs. Strong production and hi'gher realized oil prices have
resulted in faster recovery of capital costs we paid on behalf of
the government.

Our Canadian depletion rate per unit has increased slightly
compared with 2004. Reserve revisions at the end of 2004
increased our 2005 heavy oil depletion rate. This increase was
somewhat offset when we stopped depleting our Canadian
assets held for sale in the second quarter, but continued to
recognize related production. The disposition of these assets
in the third quarter changed our asset mix and reduced our
average annual corporate depletion rate by $0.23/boe.

Depletion rates in the Gulf of Mexico increased following
reserve revisions in late 2004. Reduced volumes offset the
increase in rates with minimal impact on our overall unit rate.
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North Seal depletion |ncreased jour corporate average
by $2.37/boe m 2005, The dep\etabie carrying costs of our !

Scott, Teltord and Farragen frelds include an allocation of the '

purchase price we paid for these assets. In addition, our North

Sea depletion |ncludes $58 mrIIron relating to a partial write-

i
[ i
| | {

off of our purchase price allocation to unproved properties
subjelct to unsuccessful exploration activities.

The strengthening Canadian dollar offset these increases
as the depletion of our international and US assets ié denomi-
nated in US dollars. This lowered our corporate average by
$0. 70/boe compared with 2004.

R

I
I
Exploration Expense' : | '
. i i .
(Cans millons) | r [ i 2006 2005 | 2004
Seismic I o . 128 53 ) 73
Unsuccessful Drilling il i 169 143 125
Other [ i 1 65 55 ¢ 48
Total Exploration Expense | ' | 362 251 - 248
‘ g : i !
New Growth Exéloration r i 49N 456 - 266
Geological and Geophysical Costé T ; BEP? 53 73
Total Exploration Expenditures f . 619 509 \ 339
I ! ' ‘ .
Exploration Expense as a % of E&ploration Expenditures : B 58% 49% o73%

|
Note: : !

|

1 2005 and 2004 includes expforarron expense r"rom discontinued operatiors. See Note 14 to our Consolidated Financial Statements.

| oo

2006 vs 2005:—Higher exploratioﬁ expense reduced net
income by 5111 million | !

Our 2006 exploratton actrvrtles were focused on drilling’
20 wells, rnostly in the Gulf of Mexrco and the North Sea, ang'
acquiring seismic data. We' were successful at Great White,
West and Ringo in the Gulf of Mexrco In early 2007, we.
completed drrllrng operatrons at our Golden Eagle ‘prospect
on License P928 in the UK North Sea. The discovery well was:
drilled to a depth of approxumatelyr 7,500 feel and encoun-
tered hydrocarbons A successful 5|detrack well was drilled’

4

development options.

|
0
| |
"
2006 Exploration Expense N l
' r
|

to appraise the accumulation' and we are currently evaluating
J
Yemen (1%} I

Canada (7%) . f

USA (59%) ' ‘ i
UK (13%} [ }
Cther (20%)
{including 4% Nigaria) :
|
|

"

(?ur unsuclcessful drilling results were primarily in the Gulf
of Mexico, where we expensed $135 million in dry hole costs.
Early| in the year, we expensed $49 million for the Pathfinder
well) which folind non-commercial quantities of hydrocarbons,
after: reaching a total depth of 31,196 feet. Unsucce%sful wells
on the shelf |n the Gulf of Mexico include West!Cameron
135{and 109'($23 million and $14 million respect;ively) and

'Verrnilion 65 ($15 million). During the year, we also expensed

$29 million of capitatized costs related to Big Bend as it was
determined that development was uneconomic and the block
was relinquished. In the North Sea, dry hole costs included
unsuccessfut exploratory wells at Zanzibar {($10 million} and
Black Cat ($7 million). Exploration expense also includes costs
relating to Ukot South, offshore Nigeria, which en{countered
wet'sands and was plugged and abandoned, and costs relat-
ing to three unsuccessful wells on Block 51 in Yemen.

[




| Management’s Discussion & Analysis | Exploration Expense

Our geological and geophysical costs include $128 mil-
lion of seismic data acquired during the year of which half
relates to the Gu'f of Mexico. The balance was spent on data
relating to Canada, Norway, the North Sea, Nigeria and other
international targets.

We continue to focus on large unconventional resource
opportunities in Canada. In 2006, we acquired approximately
100 sections of prospective shale gas acreage in northeast
British Columbia for $50 million, which we intend to evaluate
in 2007.

v

We cantinue to grow our unconventional
resource in Canada. In 2006, we acquired a
sizeable shale gas land position in northeast BC.

In 2007, we plan to invest approximately $700 million to
drill up to 19 exploration wells and acquire seismic data and
access to new exploratory acreage. In the Gulf of Mexico we
have four deep-water and five shelf-gas prospects planned,
while we anticipate drilling five exploration wells in the North
Sea. We expect to drill three exploration wells on Block 51 in
Yemen, one deep-water exploration well offshore West Africa
and one exploration weli in Colombia.

2005 vs 2004—Higher exploration expense reduced net
income by $5 million

Qur 2005 exploration program was active, as we spent
more than $500 million on 20 high-potential exploration
wells in our key basins. In the Gulf of Mexico, Knotty Head,

drilled to a depth of 34,189 feet, encountered hydrocarbons
in multiple zones.

Our 2005 exploration expense includes costs associated
with unsuccessful wells in the Gulf of Mexico, North Sea,
offshare West Africa and Yemen. In the Gulf of Mexico, we
expensed $44 million for the Vrede well. Vrede, a sub-salt
prospect drilled 1o a total depth of 32,600 feet, encoun-
tered non-commercial quantities of hydrocarbons and was
temporarity abandoned. We also wrote off costs relating to
our Castleton dry hole, togefher with tréiling costs related to
the 2004 Crested Butte, Wind River and Fawkes wells. These
wells, with the exception of Wind River, were located in the
deep water. "

In the North Sea, exploration expense includes costs
relating to Black Horse, Polecat, Bennachie and Saracen. The
Black Horse and Polecat wells encountered hydrocarbons,
but insufficient to warrant stand-alone development. We will
continue to evaluate these reservoirs in combination with
other potential development projects that may be sanctioned
in the future. Bennachie was abandoned after encountering
nO reservoir sands in the target zone. Saracen was written off
earlier in 2005 as an unsuccessful exploratory well.

Internationally, we expensed costs related to four unsuc-
cessful wells on Block 51 in Yemen and we abandoned our
deep-water Efere well in Nigeria, as well as our K-2 well on
Block K in Equatorial Guinea.
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Management’s Discussion & Analysis | Netbacks

i
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| ! ! ‘; : i
l
- OIL & GAS AND SYNCRUDE NETBACKS : y ‘ '.

Netbacks are the cash margms before general and admmlstratlve expenses we receive for every eguivalent barrel sold. The

|
following,table lists ‘he sales pnces per-unit costs and netbacks for our producmg assets, calculated using our workmg interest
producno‘n before and after royaltnes : ‘ . T

| I f : : » %
Before Royalties ,! ’ | ! 3
| " 1 : , 2006 _ g
{$/boe} l 1 \ Yemen Canada ! us UK Other  Syncrude Total | '
Sales ! f ! 71.57 40498 i 56.12 66.81 66.09 72.32 62.92 7
Royalties and Other ,' ; 32.32) . (7.80} 1 (7.53) - (5.51) {6.93) {17.68) | ;
Operating Expenses ! | (4.45) {10.31) 1 (8.17} (11.28) (2.87) (27.53) (8.77) g
In-country Taxes * ' | (8.45) - - - - - (3.72) ;
I I ‘ t '
Cash Netback - 26.35 22.87 I 40.42 55.53 57.71 37.86 32.75
] N ! i ! 1
7 i 'I | | ' f ‘ 2005 _
($/boe) | Vo Yemen Canada | us 114 Other  Syncrude Total g
Sales : ! l 62.07 L 42,42 | 60.26 57.83 52.96 71.00 57.97 i
Royalties and Other i t 2871y @ (879 | (8.06) - (5.23) 0.71) (16.70) S
Operating Expenses 5 | (3.63) . {8.2W) | (6.35) (14.90) (5.55) (26.95) (7.36) ‘|
In-country Taxes o | (717}, -1 - - - - (3.34) |
] 1 : ! ' |
Cash Netblack ' E ‘ 22.56 25 46 I 45.3|5 42.93 49.18 43.34 30.57 J
T . I l ' ' ;
v N , 2004 ,
- ($/boe} . A Australia Yemen Canada ] us UK Other  Syncrude! Total ‘
. Sales | ' i 51.22 47.59 35.76 | 46.94 47.45 43.07 52.80 44,94
- Royalties and Other L i (4.00) (23.98) Va0 1 (6.29) - (3.49) {1.84) (13.65)
= Operating Expenses ! | {32.94) (2.80} {7.12) (5.30) {8.26) {3.76) (19.89) {6.15)
In-country Taxes ' i ' - {5.82) ) - - - - ! (2.48)
; T l ‘ :
Cash Netba!ck : ' 5 I 14.28 14.99  21.24 35.35 39.19 35.82 31.07' 22.66
- N ! ;
After Royalties i! |
| [ 1L | L ' 2006 :
($/boe) i : | Yemen Canada | us UK Other  Syncrude Total
Sales | | | 71.57 40.98 56.12 66.81 66.09 72.32 62.92
Operating Expenses ) ) {8.11) (12.73) : {9.45) (11.28) (3.1 {3043)  _{11.96) ]
In-country Taxes ' i ! (15.40) - — — — — {(5.07)
1 0 i i
! !
Cash Netbatk i, | 48.06 2825 ! 46.67 55.53 62.96 41.89 45.89
' il { ' ! 2005
{$/boe} X | , Yemen Canada | us’ UK Other  Syncrude Total
Sales : q | 62.07 4242 | 60.26, 57.83 59.96 71.00 . 57.97
Operating Expenses ! i (6.75) (1034 |  (7.33) (14.90) (6.08) {27.22) {10.34)
In-country Taxes ! 1 ; (13.35) - - - - - (4.69)
: ; I .
Cash Netbati:k ' | l\ 41.97 32.08 52.93 42.93 53.88 43.78 . ° 42,94
: T ; ; - ‘
:1 ! L 2004 .
{$/boe) | Australia Yemen Canada us - UK Other  Syncrude Total
Sales | i . 51.22 47.59 35.76 46.94 47.45 43.07 52.80 44.94
Operating Expenses | -(35.73) (5.64) (8.98) {6.12). (8.26) . (4.09) (20.61) . (8.83)
In-country Taxes ' g L - {(11.72) N - - - - (3.57)
. - i - —
Cash Netbagk I 1 115.49 30.23 26.78 40.82 , 39.19 38.98 32.19 32.54
I -l i . i : -
Note: | | : '
1 Comprises Jn‘come taxes payable i in Yemen Irhar are included in the Govemments share of profit oif. i
| ! ? :
] | i .
o 3 | 1
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ENERGY MARKETING

2006 2005 2004

(Cdn$ miliions}
Physical Sales ! 40,920 37,873 28,554
Physical Purchases ' (39,925} (36,988) (28,074)
Net Financial Transactions ' 314 (38) 128
Net Revenue 1,309 847 608
Transportation Expense (789} {641) (451)
Other 20 {2) (2)
Net Marketing Revenue 540 204 155
Contril:u‘ution to Net Marketing Revenue by Product Type:
North Ameérican Natural Gas 390 117 93
International Crude Qil 114 70 52
North American Power 16 8 4
Other 20 9 3
Net Marketing Revenue 540 204 155
Depreciation, Depletion, Amortization and Impairment (12) (1 (10}
General and Administrative (112) (89) {58}
Marketing Contribution to Income from Continuing
Operaticns before Income Taxes 416 104 87
Natural Gas
Physical Sales Volumes ? (bctrd) 54 49 49
Transportation Capacity (bef/d) 33 4.0 35
Storage Capacity (bcf} 50 30 27
Crude 0il
Physical Sales Volumes 2 {mbbls/d} 705 | 510 465
Storage Capacity (mbbls} 1,749 | - 580 , 408
Power '
Physical Sales Volumes - Power 2 (Mw/d) 4,388 2,548 - 1,191
Generation Capacity (Mw/hr) 87 | 53 53
Value-at-Risk
Year End . 26 24 21
High 33 28 42
Low 17 " 17
Average 23 21 29
Notes:

I Marketing’s physical sales, physical purchases and net financial transactions are reported net on the Consolidated Statement of Income as marketing and other,

2 Excludes intra-segment transactions.

2006 vs 2005—Net marketing revenue increased net
income by $336 million

Marketing had record results in 2006, with all groups
achieving new highs or starting new businesses. The largest
contribuition continues to come from our North American
natural gas marketing group where we capitalized on our
asset-based t'rading strategy. Time and location spread trading .
generatéd most of our gas gains but we were also success-
ful in generating revenues through the optimization of our

transportation and storage capacity. Volatility within the North
American gas markets created market inefficiencies for us
to capitalize on. North American gas prices started 2006 at
US$10.63/mcf and closed the year at US$6.30/mcf. Storage
overhang and speculation around weather and possible hur-
ricanes caused significant changes in prices during the year.
We also took advantage of opportunities late in the year to
add to our r;torage capacity.
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Net Marketing Revenue (Cdnslmillinns) :

2006 [t ] 540
1

2005 ] - 264

2004 | | ) 155

Our crude :oil marketing jgroup’ alsc generated record
results by successfully takind advantage of crude quality,
locatien and tlme spreads. The group generated physical and
financial tradlng gains by taklng advantage of the contango
(rising forward month prices) i in the crude oil forward curve.
In addition, we captured profits around quality spreads by
diverting crude oil, or by blen_ding to enhance the crude qual-
ity, and attract,higher prices. 'While our strategies remained
largely the same in 2006, we executed more transactions and
added more capacity, particularly storage, during the year.
With our newly established ma}rine transportation capabilities,
this group is well positioned to start marketing our Buzzard
production in 2007.

Our power, marketing group is’ the largest supplier of
power to the commercial and industrial sector in Alberta and
net revenue coéﬂributions exceeded expectations.

I

Our pt)wer marketmg group is the largest
suppller of power to the commercial and
mdustrlal sector in Alberta.

We continl'Jed our expansion in;o new markets during
the year with acquisitions in the North American NGL trading
business and al UK acquisition whichipositioned us in the UK
and European gas and-power 'markets.

Results fronH our marketing groub vary between periods
and historical results are not necessarily indicative of future

Composition ;l)f Net Marketing Revenue
]

i

|
result.f.. Marketing results depend on a variety of factors such
as market volatility, changes in time and location spreads, the
manner in which we vse our storage and transportation assets
and the change in value of the financial instruments we use to
hedge these assets.

2005 vs 2004—Net marketing revenue increased net
incorfne by $49 million

Marketing delivered strong resulis in 2005, with net
reven;ue of $204 million. Our gas marketing group grew
their net revenue io $117 million. We achieved these results
through our continued focus on an asset-based trading strat-
eqy, psing our transportation and storage capacity to take
advahtage of seasonal and locational pricing differences and
market inefficiencies.

Vyhile 2005 was a profitable year, it was also volatile with
hurricane activity in the Gulf of Mexico disrupting gas supply
and ierrastructure. This volatility caused us to recognize losses
in the: third quarter on financial contracts hedging our physical
assets, However, we were able to recognize gains on our phys-
ical a,ssets in the fourth quarter as we used our transportation
capactity and sold gas from storage. This allowed us i recoup
our third quarter losses and recognize $175 million of net
revenue in the fourth quarter. We also generated profits from
finan:cial contracts that captured time and location spreads.

Qur crude oil marketing group contributed $70 million of
net révenue in 2005, an increase of 35% over 2004. Similar
to pr;ior years, we continued to capitalize on forward prices,
as well as differences in crude qualities. In particular, in 2005,
we took advantage of contango by successiully pricing our
purchases lower than our sales, and by financially trading
calendar spreads. We also captured profits around quality
spreafds by diverting crude cil, or by blending to enhance the
crudé quality, and attract higher prices.

{Cdn$ millions) | .! | 2006 , 2005
Trading Activities Y ! 520 195
Non-Trading Activities 7 i 20 ' 9
Total Net Marketing Revenue' ' 540 | 204
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Trading Activities

In marketing, we enter into contracts to purchase and sell
erude oil and nat;iral gas. We also use financial and derivative
coniracts, including futures, forwards, swaps and options for
hedging and trading purposes. We account for al} derivative
contracts not designated as hedges for accaunting purposes
using mark-to-market accounting and record the net gain or
loss from their revaluation in marketing and other income.
The fair value of these instruments is included with accounts

Fair Value of Derivative Contracts

receivable or payable. They are classified as long-term or
short-term based on their anticipated settlement date.
We value derivative trading contracts daily using:
P actively quoted markets such as the New York Mercantite
Exchange and the International Petroleum Exchange; and
I other external sources such as the'Natural Gas Exchange,
independent price publications and over-the-counter bro-
ker quotes. ,

At December 31, 2006, the fair value of our derivative contracts not designated as hedges totalled $360 million
{2005—%169 million}. Below is a breakdown of this fair value by valuation method and contract maturity.

Maturity
(Cdn$ millions) < 1year 1-3 years. 4-5 years > 5 years Total
Prices . '
Actively Quoted Markets 190 (26) (21) - 143
From Other External Sources 216 (6) 13 (6) 217
Based on Models and Other Valuation Methods - - - - -
Total . 406 . (32) {8) {6) 360
Changes in Fair Value of Derivative Contracts ‘
{Cdn$ millions) Totat
Fair Value at December 31, 2005 169
Change in Fair Value of Contracts 576
Net Losses {Gains) on Contracts Closed (385)
Changes in Valuation Technigues and Assumptions ! -
Fair Value at December 31, 2006 360
Unrecognized Gains on Hedges of Future Sale of Gas Inventory at December 31, 2006 25
Total Cutstanding at December 31, 2006 385

Note:
1 Our valuation methodology has been applied consistently year-over-year,

As a physical energy marketer, we match the contract
months of our derivative contracts with the contract months
of our physical sales and purchases. As a result, the fair value
of our derivative contracts as at December 31, 2006 includes
amoeunts with no ongoing commodity price or foreign cur-
rency exchange risk. Excluding these amounts, the fair
value of our dervative contracts at Decermber 31, 2006 was
$102 million. |

The fair values of our derivative contracts will be realized
over time as the related contracts settle. Until then, the value
of certain contracts will vary with forward commodity prices
and price differentials. While forward prices vary, the value of
the contracts only varies to the extent they are economicaily
exposed or unprotected. As most of our unrealized value is
not economically exposed, we expect to realize the majority
of this fair value.
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More than 113% of the unrealized fair value relates to
contrlacts that settle| wrthln 12 months. Contract maturities
vary from asingle day up to 12 years. Those matunng beyond
one year primarily relate to North American natural gas posi-
tions. 'The relailvely short maturity of our contracts, the high
quallty of our vafuatlons from guoted markets and external
sources and the Ilmlted economlc exposure comblne to lower
our portfolio risk. |' : '
As part of our gas marketrng strategy, we holdrphysscal
transportatmn and s'rorage capadty contracis that allow us to
take advantage of pncrng drﬁ‘erences between locations (..
west vs. east) and tin'"ue periods' (i.e. summer vs. winte'r) These
capacny contracts have market value, similar to financial com-
modrty contracts, as future margins realized depend on future
pricestand, more |mportantly, pricing differences. The market
value I(}f these capacrty contracts varies depending on the
change in future pnces and pncmg relationships. We routrnely
hedge the economcc value' of our capacity contracts using
various types of derlvatlve contracts thereby limiting volatility
in our|economrc results. Accountlng rules, however, increase
volatlllty in our reporTed results since they require us to recog-
nize the change in farr value of derivative contracts hedgmg
our capacnty contracts but do not aliow us to recogmze the
change in fair value of the capacnty contracts themselves until
the contracts are used As' a result, when prices or'pricing
relatlohshlps change we may be required to include gams or
losses i m our reported| results in different periods even though

i

our underlying economic results may be largely unchanged.
At the end of 2006, unrecognized future commitments
related to our transportation and storage capacity contracts
was a loss of $81 million. This amount has been included in
our contractual obligations, commitments. and guarantees in
the MD&A!

We have designated certain derivative contracts as
accounting cash flow hedges of the futufre sale of our gas
in storage. Mark-to-market gains and losses on these desig-
nated contracts are excluded from income until the underlying
inventory is sold. At December 31, 2006, we had $25 million
of unrecognized gains on these derivative contracts. These
contracts have been valued from actively quoted markets and
will settie within 12 months. In late 2006, 'we de-designated
certain futures contracts that had been des;gnated as cash
flow hedges of future sales of our natural gas in storage.
Galns of $65 million on the futuires contracts have been
deferred and are expected to be recognized in net income in
the first quarter of 2007.

Non-Trading Activities _
We enter into fee-for-service contracts‘ related to trans-
portation and storage of third-party oil e;md gas. We also
earn income from our power generation facilities at Balzac
and Soderglen. We earned $20 million from our non-trading
~ activities in 2006 (2005—%9 million).

!

I
CHEMICALS | L
{Can$ millions) i I ‘ 2006 2005 2004
Net Sales | | | i . 407 398 378
Sales Volumes (lhousand.short tons) . '
Sodium Chlorate || - '- 487 493 506
Chlor:alkali it | ' 451 450 403
Operating Profit' 1. i . 124 136 105
Operating Margin? | I 30% 34% 28%
Chemicals Contribution fo tncorhe fram Continuing ' !
Operations Before Income Taxes 44 37 40
Capacity Utilization ' | | | . 95% 96% 95%

1 ' E !
Notes: I ! H
1 Totai revenues less ooeratrng costs, transportauon and other.
2 Operarmg profit divided by At sales.
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Management’s Discussion & Analysis | Chemicals

2006 vs 2005— Lower chemicals operating profit
decreased net income by $12 miilion

Our investment in our chemicals business is held through
our 61.4% interest in the Canexus Limited Partnership. While
North American prices for sodium chlorate remained strong
throughout 2006, sales volumes fell slightly from last year as
aresult of pulp mill closures. Chlor-alkali volumes and prices in
North America remained steady. US-dollar denominated North
American sales were reduced $12 millicn from the stronger
Canadian dollar during 2006. Sales and operations from the
Brazil plant remained solid as a result of strong demand from
Aracruz Cellulose,! our primary custormner, and from the mer-
chant market.

During the year, Canexus began an
expansion of the Brandon, Manitoba plant,
which benefits from low electricity rates.

Late in the year, Canexus commenced an expansion of the
Brandaon, Manitoba plant to increase capacity by 12% by early
2008. The Brandon plant benefits from low electricity rates
in the province of Manitoba, where the electricity market is
based on hydroelectric power and is regulated.

2005 vs 2004—Higher chemicals operating profit
increased net income by $31 million

In the third quarter of 2005, we monetized a portion
of our chemicals business by creating the Canexus Income
fund through an initial public offering (IPO), which raised net

CORPORATE EXPENSES
General and Administrative (G&A)

proceeds of $301 million. Canexus timited Partnership, also
raised US$167 million {$200 million) of bank debt. Canexus
Limited Partnership used the proceeds from Canexus Income
Fund's IPO and the bank debt, together with the issuance
of 50.5 miflion exchangeable units of the Canexus Limited
Partnership to Nexen, to purchase our chemicals operations.
We have retained a 61.4% interest in the chemicals opera-
tions through our investment in Canexus Limited Partnership,
and we recorded a gain of $193 million on the dilution of
our interest.

Despite lower sales volumes, strong chlor-alkali prices and
higher margins generated strong results for the chemicals
business. Sodium chlorate volumes decreased compared with
2004 as a result of our decision in early 2005 to forego low-
margin business consistent with our restructuring effort and
the closure of our Ambherstburg, Ontario plant. Sales and
operations from the Brazil plant remained strong as a result
of continued strong demand from Aracruz Cellulose, our
primary customer in Brazil, and an expanded presence in the
merchant market.

The weaker US dollar put pressure on our US-dollar
denominated sales, reducing net sales by $13 million. During
2005, we purchased US-dollar foreign currency call options to
mitigate our exposure to the weakening dotlar. We generated
$4 million of income as a result of these call options.

Our chemicals contribution was reduced by $12 million
for an impairment charge relating to our chemicals plant in
Amherstburg, which was closed in the third quarter of 2005.

2006 2005 2004

{€dn3 millions}

General and Administrative Expense before Stock-Based Compensation 345 302 206
Stock-Based Compensation ' 210 507 93
Total General and Administrative Expense 555 809 299

Note.

1 Includes tandem option plan, stock options for our US-based employees and stock appreciation rights plan.
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2006 vs 2005—Lower costs increased net income by
$254 million : * i
Qur G&A expense before stock-based compensation
increased 14% primarily from additional costs to expand our
marketing operatrons into new markets! Acquisitions during the
year enabled us to increase our NGL business in North America
and to expand our European’ tradlng operations. Our G&A
expense also |ncI‘udes higher vafiable compensation stemming

from our marketrng group’s strong performance in 2006.
+ O ' .

Total G&A elxpense decreased 31% in 2006 from
lower stock-based compensatlon costs.

1 '
Co

o A | e

Changes in our share price creates volatility in our net

|
income as we account for stock-based compensatron using

* the intrinsic- value method. Thrs method uses our share price

at the end of the reporting penod 10 determine our stock-
based compensatron expense' and related obligations, In
2006, our share’ pnce mcreased 16% from $55.42 to $64.20,
creating over 52 3 billion of shareholder value.. The expense
represents approxrmately 9% ({)f the increase in shareholder

o

value. [ Cash payments to employees for our stock-based
L T

compensation programs were $119 million in 2006, a 61%

increase over 2005.

2005 \Irs 2004—Higher costs reduced net income by
$510 million ‘

Our stock-based compensation expense in 2005 reflects
the sig{nificant increase in the price of our common shares Our
share prlce increased 128% from $24.35 to $55. 42 adding
more than $8 billion of shareholder value. Notwrthstandlng
this |n|crease in our share price, cash payments to employ-
ees under our, stock-based compensation programs only
amourlrted t0 $74 million. :

Cur grovving international presence and the expahsion of
our businesses increased our G&A costs during the year. Costs
reﬂect! more employees, additional travel, and higher- compli-
ance and governance costs, combined with increased variable
mcentlve compensation stemming from our record resuhts. We
also mcurred additional costs related to our drsposmon activi-
ties and the integration of our North Sea operations acqurred
in latel2004.

|

I
i
Interest ! : | I ‘ '
- T | |
{Cdn$ millians) N , ' 2006 2005 2004
Interest I . | 294 275 194
Less: Capitalized o I (241) {(178) 1))
Net Interest Exp'ense | t | 53 a7 © 143
| ! . '
Effective Rate [ L | 6.3% 5.4% 6.6%

r : |
2006 vs 2005—-—-Lower net rnterest expense increased
net income by 544 million ; I

Our financing costs have increased $19 million from 2005.
Additional borrowings to finance our, 2006 capital program
increased financling costs by enproxinnately $28 million. This
was partially offset however, by the stronger Canadian dol-

lar which decreésed our US-dollar denominated interest by

$16 million. The Canexus debt! consolrdated with our results,
increased our |nterest expense by $7 m|I||on

The amount of interest we capltalrzed on our major devel-
opment projects grew by $63 mrllron, ananty from increased

investment in the North Sea Buzzard project, at Long Lake and -

C iy L ,
the Stage 3 expansion at Syncrude prior to its start-up, We

expect interest éapitalized on projects.to decrease in 2007 as

we ceased capit;alizing interest;on the Syncrude expansion in

August 2006 anld on Buzzard in Janu?ry 2007. We expect to
l

continue to capitalize interest on our Long Lake project prior
1o its completion in 2007. Our net interest expense is expected
1o increase once these projects are completed.

2005 vs 2004—:Lower net interest expense increésed
net in:come by $46 million

We acquired our North Sea assets in late 2004, We
partially financed this acquisition with US$1 billion of new
Iong—term debt increasing our interest costs by $87 million
in 2005 Interest expense aiso increased $3 million relatlng to
the Canexus debt consolidated with our results. However the
stronger Canadian dollar lowered our US-dollar denomlnated
rnterest by $12 million. During the last two years, we have
takenladvantage of declining interest rates by replacing our
higher-cost preferred securities with new long-term debt at
lower rates.
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Income Taxes

{Cdn$ millions) 2006 2005 2004
Current 368 339 248
Future ) 315 (234) 119
Total Provision for Income Taxes 683 105 367
Disclosed as:

Provision for Income Taxes—Continuing Operations 683 234 317
Provision for Income Taxes—Discontinued Operations ' - (129} 50
Total Provision for Income Taxes i 683 105 367
Effective Rate 53% 8% 32%

Note;
1 See Note 14 to our Consolidated Financial Statements.

2006 vs 2005—Effective tax rate increases from
8% to 53%

In early 2006, the UK government substantively enacted
increases to the supplementary tax rate on our North Sea oil
and gas activities from 10% to 20%, effective January 1,
2006. This increased our future income tax liabilities, resulting
in a charge of $277 million during the first quarter. During the
secand quarter, federal and certain provincial governments in
Canada reduced corporate income tax rates. These rate reduc-
tions lowered our future income tax liabilities by $32 million.
Our effective tax rate excluding the effect of these tax rate
changes was 33%.

In 2006, an increase in the UK supplemental
tax rate on oil & gas activities resulted in
a future income tax expense of $277 million.

Current income taxes include cash taxes in Yernen of $286
million (2005—%296 million; 2004—3%227 millior). Our current
income tax provision also includes federal and state taxes in the
US, cash taxes in Colombia and capital taxes in Canada.

2005 vs 2004—Effective tax rate decreases from
32% to 8%

The recovery of future taxes payable of $234 million is
attributable to the disposition of our oil and gas producing
properties in Canada and the sale of our chemicals busi-
ness to the Canexus Limited Partnership. As a result of the
dispositions, we revalued our future income tax liabilities
for the change in the underlying book and tax values. This
revaluation resulted in the reduction of our future income
tax liabilities. In addition, the disposition gains were taxed
at lower capital gains tax rates. Removing the tax impact
of the dispositions, the effective tax rate for our continuing
operations was 32%.
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| : |
Other |
|

l
(Cdn$ miflions) : ' 2006 2005 2004
Block 51 Arbitration | | {151) - -
Business Interruption Insurance Proceeds , 154 v 2 10
"Gain on Dilution of Interest in ‘Chemicals Business ! - 193 -
Gain on Disposition of Oil and Gas Assets included as Discontinued Operatlons ) - 225 -
Increase (Decrease} in Fair Valle of Crude Gil Put Options {11} (196) 56

| 7

Durrng the year a court of arbitration concluded that
we breached an Area of ‘Mutual Interest agreement with
Occldental Petroleum Corporatron (Occidental). As a result,
Occrdental was entitled to monetary damages. In Iate 2006,
we agreed to settle the .arbitration by agreeing to pay
Occidental US$135 million as monetary damages. No further
amour:’tts are expected to be payable under the settlement

In 2006 we recelved $1 54 million of business |nterrupt|on
insurance proceeds, related to production losses caused by
Gulf of Mexico hurrlcanes in 2005 and by generator failures
in our'UK operatronslrn 2005. !

Asia result of the sale of our chemicals business to the
Canex|us Limited Partnershrp_ in 2005, we recorded a gain on
the dilution of our ir;tterestifrom 100% to 61.4% of $193
million. Qur gain on ‘the 2005 sale of Canadian oil and gas
properties in Alberta, British Columbia and Saskatchewan was
$225 m|II|on ,'e : ;

Followrng our North Sea acqursrtlon in late 2004, we
purchased put optlons on 60,000 bbls/d of il productron
for 2005 and 2006 to ensure base cash flow in those years
while we invest in our major development projects; These
optlons created an average floor price for this productron of
US$43 17/bblin 2005 and US$38 17/bbl in 2006. Accounting
rules requrre that these optlons be recorded at fair value
throughout their term As a result, changes in forward crude
oil prices cause gains ¢ or losses to be recorded on these options
at each perrod end. A gain | of $56 million was recorded in
the fourth quarter of 2004, brrngmg the fair value of these
options to $200 mllllon Durrng 2005, a significant increase
in forward crude prices reduced the value of these optrons by
$£196 ﬂ"ll||l0fl Strong WTI prlces in 2006 reduced the market
value of these remarnlng optrons to nil and we expensed $4
million i In 2006 as a result | !

Durrng 2006, we purchased put options on apprommately
105, OOO bbls/d of dur 2007 crude oil production. These
optrons|establlsh a Wil floolr price of US$50/bbl on these

' l
i )

|
| oo

volumes, are settled annually and provide a base level of price
protection without limiting our upside to higher prices. The
put options were purchased for $26 million and are carried at
fair value. We recorded a loss of $7 million during the year for
the decrease in fair value. '

OUTLOOK FOR 2007 .

In 2007, we plan to invest $2.9 billion in capital projects.
Approximately 34% of this capital will be invested in develop-
ment.projecis, which include Long Lake, coalbed methane in
Canada, Ettrick in the North Sea, and Wrigiey and Tobago in
the Guif of Mexico. We are also directing 14% of our 2007
capital to early-stage development prolects expected to con-

tribute production and cash flow growth beyond 2007. These
include Knotty Head, Alaminos Canyon lBlock 856 (Great
White West) and Ringo in the Gulf of Mexico, additional
phases of oil sands in the Athabasca regicn and Block 222,
offshore West Africa. We have allocated 24% of our capital to
exploration apportunities in our growth are:as. The remaining
28% of the 2007 capital will be invested to exploit potential in
our existing producing assets and in other corporate assets.

Details of our 2007 capital investment program are
included in the Capital Invesiment section o:f the MDA,
Daily Production .

We expect to grow annual production rates after royalties
approximately 50% compared to 2006 to between 230,000
and 260,000 boe/d (275,000 and 305,000 boe/d before royal-
ties). dur Buzzard development came on stream early January
2007 and we expect to achieve peak rates of 85,000 boe/d
dunng ‘the second quarter of 2007. Other contrlbutlons to our
expected growth in 2007 are from the Gulf of Mexico, a full
year of production from the Stage 3 expansion at Sync_rude
and bitumen production from Long Lake. Ou'r annual produc-
tion for 2007 is expected o be:

e
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2007 Estimated Production

2007 Estimated Production 2006 Production

) Before After Before After
;(mboeld) . Royalties Royalties Royalties Royalties
United States 45 - 55 38 - 48 36 n
United Kingdem ' 90 - 100 90 - 100 20 20
Yemen 60 - 75 35 - 45 a3 52
Canada 45 - 50 38 - 42 38 31
Syncrude 20 -.25 18 - 20 19 17
Other International 6- 7 S- 6 6 S

Total ‘ 275 - 305 230 - 260 212 156

Cash Flow and Sensitivities
" We expect to generate more than $3.3 billion in cash flow from operating activities in 2007 (before site restoration and
geological and geophysical expenditures), assuming the following:

WTI {US$/bbl) 50.00
NYMEX Natural Gas (US$/mmbw) 6.00
Qil & Gas and Syncrude Operating Costs (Cdn$/boe) : B.00
US to Canadian Dollar Exchange Rate . 0.88

Changes in commadity prices and exchange rates impact our annual cash flow from operating activities as follows:

(Cdn$ millions)

WTI—US$1/bbl Change above US$50 73
WTI—U5$ 1/bbl Change below US$50 42
NYMEX Natural Gas—US $1.00/mcf Change . 66
Exchange Rate—$0.01 Change 35

i

LIQUIDITY AND CAPITAL RESOURCES
Capital Structure

(Cdn§ millicns} . 2006 2005
Net Debt '
‘Bank Debt : 1,410 17
Public Senior Notes 2,885 2,980
Senior.Debt 4,295 3,151
Subordinated Debt 536 536
Total Debt 4,831 3,687
Less: Cash and Cash Equivalents ) (101) {48)
Total Net Debt 4,730 3,639
N
Shareholders’ Equity ? 4,636 3,996
Notes:

1 includes alf of our debt and is cakulated as long-term debt and short-term borrowings less cash and cash equivatents,
2 At danuary 31, 2007, there were 262,830, 108 common shares and US$460 million of unsecured subordinated securities outstanding. These subordinated securities may be”
redeemed by issuing common shares at our option after Novemnber 8, 2008. The number of shares issuable depends on the common share price on the redemption date.
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Net Debt ' :

We use net debt as a key rndlcator of our leverage and to
monitor the strength of our balance sheet. Net debt i$ directly
related to our operating cash ﬂows, capital investment activi-

ties and disposition prograrris We ended the year with net

debt of $4.7 billion, an |ncrease of $1 1 billion from 2005. In |

1
2006, we invested over $3. 4

b||||on||h capital projects, with |

more than 50% of this at Long Lake and Buzzard. Th':ese major
projelcts did nat contribute to cash flow in 2006 but will start
to contribute in 2007 and beyond.'We financed our 2006
capitlal program with cash flow from operating activities and
borrowed US$925 million under our term credit faulmes

The year—over-year change in our net debt results from:

i I ? |
i ! i
(Cdn$ millions) i [ ; ‘ 2006 2005
Capital Investment N i ‘ 3,408 2,638
Cash Flow from Operating Activities 1 ' {2,374) {2,143)
Excess of Capital Investment over Cash Flow 1,034 495

Net Proceeds on Disposition of Assets | (27) AR}
Net Proceeds from Canexus Initial Public Gffering : - R 111
Dividends on Common Shares | | : 52 . 52
Issue of Common Shares || f ; (s (58)
Foreign Exchange Translation of US-dollar Debt and Cash ! 31 {113)
Other ! 3 ' | ' 49 190
Increase (Decrease) in Net Debt X | | 1,091 | {646)

. T 1

E g | |

The change! inour net debt has increased our leverage levels as reflected in following ratios:

| | ‘, | ’ Ve
(times) | | | : 2006 2005 . 2004
Net Debt to Cash Flow fram Opeérating Actlvrtres : ] 2.0 1.7 C27
Interest Coverage ' o i ' ) _ 9.6 9.7 11.9

)
Note: | ' l

i

I Eamings before interest, taxes, DD&A and exp!oranon expense divided by interest expense (before caprta.'rzed mterest)

I
[ r‘ i
A

Our busines:s strategy is focused?on value-based growth

through full-cycle exploratic')'n and| development, supple-
mented by strateglc acqursrtlons when appropriate. We have
leveraged our balance sheet in the past to accomplish our
growth strategy, as most of our projects have long-cycle times,

requiring significant amounts of capltal to be invested prior to

generating cash flows. Hlstor:cally we have been successful

with this strategy as we used Ieverage to:

1 develop the Masila project’in Yemen in 1993;

I acquire Wascana in 1997; : I

I repurchase 20 million con'ltmon shares in 2000;

I acquire the remammg |nterest in Aspen in 2003;

I acquire the Buzzard prorect and other key assets

in the North Sea in 2004; :
| ]

I
|

|
f
:
!
|
|
|

1 build cur first phase of Long Lake, scheduled

to be on stream in late 2007; and »
| fulnd remaining development capital.

Each time, we exceeded our internal net debt to cash
flow target band; however, we successfully brought our lever-
age down through asset sales and incremental cash flows. In
2006! we again increased our leverage levels as a result of
capitél expenditures on our major development projecis at
Buzzard and tong Lake. In 2007, we anticipate redtlJcing our
net debt to cash flow from operating activities ratio using cash
ﬂowsifrom our. Buzzard operations, as well as our Leng Lake
project, expected to come on stream in 2007, '
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Change in Working Capital

Increase/
{Cdn3 millions) 2006 2005 {Decrease}
Cash and Cash Equivalents 101 48 53
Restricted Cash'and Margin Deposits 197 70 127
Accounts Receivable 2,951 3151 (200)
Inventories and Supplies 786 504 282
Future Income Tax Assets 479 - 479
Accounts Payable and Accrued Liabilities (3,879) (3,727) {152)
Other (1) (1 16
Total 634 29 605

Lower natural gas prices reduced our year end accruals
for our marketing accounts receivable and accounts payable.
This has been offset by higher prices in crude oil markets. We
expanded our crude oil physical and financial trading activi-
ties to Eaptur{e market gains. This expanded activity increased
our marketing accounts receivable and accounts payable, We
took advantage of lower natural gas prices and expanded our
gas storage inventaries by 27 bcf during the year. Volatile gas
markets also increased the value of our derivative contract
assets and liabilities. . _

Our accounts payable and accrued liabilities have increased
since 2005 from higher accrued stock-based compensation
obligations as a result of our strong share price, higher accru-
als related to our capital investment programs and our accrual
related 1o the Block 51 settlement. We have reclassed $479
million of futéjre income tax assets to current assets. This rep-
resents tax loss carry-forward balances in our UK operations
that we expéct to use in the next twelve months now that
Buzzard is on stream, ;

Liquidity .

We generally rely on operating cash flows to fund capital
requirements and provide liquidity. We build our opportunity
portfolio to provide a balance of short-term, mid-term, and
longer-term growth. Given the long cycle-time of some of our

development projects and the volatility of commodity prices,
it is not unusual in any given year for capital expenditures to

exceed our cash flow. In addition, we require liquidity for cur

energy marketing business. Accordingly, we maintain signifi-
cant committed credit facilities. At December 31, 2006, we
had committed term credit facilities of $3.6 billion that are
available until 2011. At year end, $1,078 million was drawn
on these facilities and $294 million of these facilities were
utifized to support letters of credit. We atso had $632 million
of uncommitted, unsecured credit facilities, of which $158
milfion was drawn at year end and $252 million was utilized
to support letters of credit.

From time to time, we access the capital markets to meet
our financing needs. We also use various financial instruments
to minimize our exposure to fluctuations in commodity prices
and foreign exchange, For example, we purchased WTt put
options for 2007 to mitigate cash flow volatility. Overall, we
manage our capital structure to maintain flexibility so we can
fund our capital programs throughout the highs and lows of
the price cycles inherent in the oil and gas business.

The following table shows how we finance our business
activities. When our operating cash flows exceed our invest-
ment requirements, we generally pay down debt. We borrow
or issue equity to fund investment requirements that exceed
our operating cash flow.

2006 2005 2004 2003 2002

{Cdn$ millions)

Cash Flow from Operating Activities 2,374 2,143 1,606 1,405 1,250

Cash Flow from Investing Activities {3,388) {1,864) (4,013) (1,219} {1,569)

Surplus (Deficiency) {1.014) 279 (2,407) 186 {319)

Cash Flow from Financing Activities 1,081 (274) 1,426 1,006 329
67 5 (981) 1,192 10
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In 2002 we began o |nvest significantly in two deep-
water Gulf of Mexico |pr01ects (Aspen and Gunnison), our
Syncrude expansion anq our Long Lake project. We accessed
public debt markets in 2002 to fund these investments. in
2003, Aspen contnbuted significantly to our cash flow and in
late 2003, we pre- funded debt repayments by raising more
than $1 |b||||on in semor and, subordinated debt. We 'used
these funds in 2004 to repay h|gher -cost debt, and coupled
with acqu1sm0n credit facilities, acquired the North Sea assets.
In 2005, we used our cash flow and the proceeds from asset
dispositidns to fund our capital program and repay debt.
In 2006, 'we borrowed, apprommately $1 billion under our
commmed term credit facilities and used our cash flow from
operating activities to fund our: capital program.

Qur fnarketing business also requires liquidity to sup-
pori its asset-based trading strategy. We require liquidity for
working ;capital, cash or credit lines to fund collateral require-
ments and to absorb Unexpected market or credit losses.
The comfnercial agreermnents our marketing business enters
into often indude financial assurance provisions that allow
Nexen aﬁd our counterparties to effectively manage credit
risk. Thesje agreements typically require posting of collateral
when adverse credit-related evénts occur, such as a reduction
in credit ratings. In evaluating our liquidity requirements, we
consider ihe current reqUirements of our marketing business
as well as additional collateral or other payments that could be
required in the event of reductions in our credit ratings.

| | ‘
Future Liquidity ; ‘1

Qur future ||qU|d|ty‘|s pnmanly dependent on cash fiows
generated from our operatsons existing committed credit
facilities and our ability to access debt and equity markets.
Assummg WTI of US$50/bbl, we expeci our 2007 cash flow to
exceed our capital investment program and dividend require-
ments by more than $300 million. In July 2007, we are required
to repay $150 million of medium term notes that become due,

{Cdn$ milions) 1

however, we plan o fund this with our term credit facilities.

| Our cash flow is sensitive to changes in commodity prices
and exchange rates. For 2007, we expeci cash flow of approxi-
: mately $3.3 billion (before remediation and geological and
| geophysical expenditures) assuming:

|

« WTI (US$/bb) 50.00

I NYMEX Natural Gas (US$/mmbtu) ) 6.00
! US to Canadian Dollar Exchange Rate 0.88

| Changes in commaodity prices and exchange rates will
vimpact our cash flow and borrowing requirements. The
j impact of a variance in any one of the above assumptions on
! our cash flow is described in the Outlook for 2007 section on
' page 64.

For 2007, we expect cash flow of
approximately $3.3 billionl.

Wae are in the midst of a number of development projects
that require capial to bring them on stream. We anticipate
lthat we will spend an additional $500 million in 2007 to bring
‘the first phase of Long Lake on stream. In addition, we expect
‘to spend $200 million in 2007 on furthering our coalbed
tmethane projects in central Alberta and $235 million to com-
Eplete the Ettrick development in the North Sea by mid 2008.
: While these development projects lack exploration risk,
ithey are subject to other risks inciuding higher than antici-
‘pated capital costs or delayed start-up. We maintain undrawn
‘Icommitted credit facilities to manage this risk. fn addition to
‘our operating cash flows and our undrawn committed credit
:facilities, we have a US$1.5 billion shelf prospectus available
lin the US and Canada.

Ioa December 3 1, 2006, the average term to ‘maturity of our
'Iong term debt was 16.6 yeérs We have the following short
and long-term debt maturities during the next five years:

l
.
.
|
|
l
I
‘
;
i
‘
|

2007 2008 2009 2010 2011
Uncommitted Credit Facilities 158 ' - - - -
Term Credit Facilities ! ' 1 - - - 1,078
Canexus LP. Term Credit Facilities - - - 174 -
Debentures . \ < - - - -
Medium Term Notes | , 150 125 - - -
Total : 308 125 - 174 1,078

Note: !
i 53.6 billion available unt! 201 i‘ !

‘
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With our expected cash flow streams, commodity price Contractual Obligations, Commitments and
and hedging strategies, current levels of liquidity, and access Guarantees '
to debt and equity markets, we expect to be able to fund our We assume various contractual obtigations and commit-
planned capital programs, dividend requirements and debt ments in the normal course of our operations and financing
repayments, or meet other obligations that may arise fromour  activities. We have considered these obligations and commit-
oil and gas; ¢chemicals and marketing operations. ments in assessing our cash requirements, as noted in the

In 2006 we declared co?nmon share dividends of $0.20 above discussion of future liquidity, They include’
per share (2005—%$0.20, 2004—%$0.20). We expect to declare
common share dividends of $0.20 per share in‘2007.

:
Payments

(Cdn$ millions) Total <1year 1-3 years 4-5 years >5 years
Short-Term and Long-Term Debt 4,831 308 125 1,252 3,146
Interest on Long-Term Debt . 4,859 215 406 403 3,835
Operating Leases ' 752 44 236 240 232
Capital Leases 19 5 10 10 94
Energy Commodity Contract Liabilities 524 325 191 8 -
Transportation and Storage Commitments® 927 424 262 123 118
Work Commitments and Purchase Obligations? 1,460 663 419 g 160 >
Asset Retirement Obligations 1,770 21 42 34 1,673
Total 15,242 2,005 1,691 2,288 T 9,258 f
Notes: 2 z 69

1 Payments for operating feases and transportation and storage commitments are deducted from our cash flow from operating activities.
2 Some of these payments refate to work commitments canceliable at our option without penaities or additional fees,

Contractual cbligations can be financial or non-financial.
Financial obfigations are known future cash payments that we
must make under existing contracts, such as debt and lease
arrangements. Non-financial obligations are contractual obliga-
tions to perfgrm specified activities such as work commitments,
Commercial commitments are contingent obligations that
become payable only if certain pre-defined events occur,

I Short-term and long-term debt amounts are included on
our December 31, 2006 Consolidated Balance Sheet.

I Operating leases include the minimum lease payment
obligations associated with leases for office space, rail
cars, vehicles and our processing agreement that allows
our Aspen produciion to flow through Shell's process-
ing fadilities at the Bullwinkle platform. The terms of the
processing agreemient give Shell an annual option to take
paymeni in cash or in kind. For 2007, Shell has elected to
take payment in kind, so the 2007 obligation has been
excluded from this table. Instead, it is shown as a royalty
and excluded from reserves and production.

I Capital leases include pipeline commitments primarily
related to future production at Long Lake. .

I Energy commodity contract liabilities include the purchase
and sale of physical quantities of oil and natural gas, and
financial derivatives used to manage our exposure to com-
modity prices. For contracts where the price is based on
an index, the amount is based on forward market prices
at December 31, 2006. For certain contracts, we may net
settle. : ‘

I Work ¢ommitments include nori-discretionary capital
spending related to drilling, seismic, construction of
facilities and other development commitments in our '
international operations, and includes Long Lake {$157
milion) and the Ettrick development in the Morth Sea
($233 million}. The timing of certain payments is difficult
to determine with certainty. The table has been prepared
using our best estimates; the remainder of our 2007 capi-
tal investment is discretionary.

I We also have included work commitments relating to drill-
ing rigs, which have been contracted to work for us in the
North Sea and Gulf of Mexico, totalling $414 million over
the next five years.
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I We have $1*770 million of und|scounted asset retirement
obligations after |nflat|on As of December 31, 2006, the
discounted value {$704 mllllon) of these estimated abliga-
tions has been provided for in oulr Consolidated Financial
Statements |(rnc|ud|ng 521 milion of current liabilities).
The timing of any payments is difficult to determine with
certainty, anld the table has been prepared using our best

estimates. |

1 We have unfunded obllgattons under our defined ben- .

efit pensron plans of $122 mlII:on {Nexen—$67 million;
- Canexus—3$8 million; Syncrude—$47 million), Qur obliga-

tions for Nexen and Canexus |nclude $54 million that is ~

unfunded as a result of statutory limitations. These obliga-
tions are backed by |rrevocable letters of credit.

I We have excluded ob |gat||ons on our tandem opticn and
stock appreoatlon rights) programs as the amount and
timing of cash payments ale |ndeterm|nable.

1 We have excluded our normal pdrchase arrangements as
they are discretionary and are reflected in. our expected

cash flow fr:om operating activitie:s and our expected capi- '

tal expenditures for 2007." l

I  We have excluded our future |ncome tax liabilities as the ‘

amount and timing of any Icash payrnents for income taxes

are based pnmarrly on taxable income for each fiscal year

in the vanous Jurlsdlctlons in which we operate,

From time to time, we enter mth contracts that requtre
us to mdemnn‘y parties agalnst possrble clalrns particularly
when these colntracts relate to the sale of assets. On occa-
sion, we provade |ndemnlf|cat|ons to the purchaser. Generally,
a maximum obllgatton is not stated therefore, the overall

maximum amount cannot be reasonably estimated. We have |

not made any significant payments related to these indemmi-
fications. We beheve these matters Would not have a material
adverse effect on our Ilqurdlty, fmancral condition or results
| !
|

. '| !
Credit Ratmt_lzgs !| r[

Currently, our senior debt is rated Baa2 by Moody's
Investor Serwce Inc. (Moodys) BBB by Deminion Bond Rating
Service (DBRS) and BBB- by Standard & Poor's (S&P). In addi-

tion, Moody’s and DBRS currently rate our outlook as stable

of operations. l

;

v
i

while S&P has a positive outlook Our strong financial results, .

ample liquidity . and financial erxubllaty continue to support our *

credit ratings.

[}
i l
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Financial Assurance Provisions in Commercial
Contracts . |

The commercral agreements our marketing group enters
into rl)ften include financial assurance provisions that allow
Nexer't and our counterparties to effectively manage credit
risk. The agreements normally require posting of coflateral
when adverse credit-related events occur such as a reduction
in credrt ratings. Based on the contracts in place and commod-
ity pnces at December 31, 2006, we could be required to post
collateral of up to $1,149 millien if we were downgraded to
non-investment grade. These obligations are aIready'reﬂected
on OLIJI' balance sheet. The posting of collateral merely accel-
erates the payment of such amounts. Just as we may be
reouiried to post collateral in the event of a downgrade below
investment grade, we have similar provisions in many of our
contracts that allow us to demand certain counterpahies post
collat]eral for amounts otvlng to us if they are downgraded to
non-ihvestment grade. ‘

¥

|
[

Off-?alance Sheet Arrangements

We have no off-balance sheet arrangements that would
have 'a material adverse effect on our liquidity, consolldated
financial positi'on or results of operations. We use operat-
ing leases in the normal course of business as disclosed
in Contractuall Obligations, Commitments and Guarantees
on plage 69 and in Note 15 to the Consolidated,Financial
Statements in Item 8, which is incorporated herein'by refer-
enceiAt December 31, 2006, we had outstanding letters of
credlt amounting to $294 million and $252 million supported
by our committed term credit facilities and our uncommitted
credit facilities, respectively. ‘
Contmgenues

We have no contingencies that would have a materual
adverlse effect on our liquidity, consolidated flnancua,l position
or results of operations. See Note 15 to the Codsolidated
Finan'cial State;ments in Item 8, which is incorporated herein
by reference for a discussion of our contingencies. |
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CRITICAL ACCOUNTING ESTIMATES

We make estimates and assumptions that affect the
reported amounts of our assets and liabilities and the dis-
closure of contingent assets and liabilities at the date of the
Consolidated Financial Statements and our revenues and

expenses during the reporting period. Our management

reviews these estimates, including those related to accruals,
litigation, environmental and asset retirement obligations,
income taxes, derivative contract assets and liabilities and
the determination of proved reserves on an ongoing basis.
Changes in facts and circumstances méy result in revised esti-
mates and actual resulis may differ from these estimates. Our
critical accounting estimates are discussed helow.

0il and Gas Accounting—Reserves Determination

We follow. the'successful efforts method of account-
ing for our oil and gas activities, as described in Note 1 to
our Consolidated Financial Statements. Successful efforts
accounting depends on the estimated reserves we believe are
recoverable from our oil and gas properties.

The process cf estimating reserves is complex. It requires
significant judgements and decisions based on available
geological, geophysical, engineering and economic data. To
estimate the economically recoverable oil and natural gas
reserves and related future net cash flows, we incorporate
many factors and assumptions including:
| expected reservoir characteristics based on geological,

geophysical and engineering assessments;

I future production rates based on historical performance
and expected future operating and investrent activities;

I future oit and gas prices and quality differentials;

I assumed effects of regulation by governmental agencies;
and

I future development and operating costs.

We believe these factors and assumptions are reason-
able based on the information available to us at the time we
prepare our estimates. However, these estimates may change
substantially as additional data from ongoing development
activities and production performance becomes available
and as economic conditions impacting oil and gas prices and
costs change.

Management is responsible for estimating the quanti-
ties of proved oil and natural gas reserves and for preparing
related disclosures. Estimates and related disclosures are
prepared in accordance with SEC requirements, generally
accepted industry practices in the US and the standards of
the Canacian Qil and Gas Evaluation Handbook modified to
reflect SEC requirements.

Reserve estimates for each property are internally pre-
pared at least annually by the property’s reservoir engineer.
They are reviewed by engineers familiar with the prop-
erty and by divisional management. An Executive Reserves
Commiitee, including our CEQ, CFO and board-appoinied
internal qualified reserves evaluator, meet with divisional
reserves personnel to review the estimates and any changes
fram previous estimates,

The internal qualified reserves evaluator assesses whether
our reserves estimates and the Standardized Measure of
Discounted Future Net Cash Flows and Changes Therein,
included in the Supplementary Financial Infbrmation, have
been prepared in accordance with our reserve standards.
His opinion stating that the reserves information has, in all
material respects, been prepared according to our reserves
standards is included in an exhibit to this form 10-K.

Qur reserves are based on internal estimates. To increase
our confidence in our estimates, we have at least 80% of our
oil and gas and Syncrude reserves assessed {i.e. either evalu-
ated or audited) annually by independent gualified reserves
consultants. Given that reserve estimates are based on numer-
ous assumptions, interpretations and judgements, differences
frequently arise between the estimates prepared by different
qualified estimators. When the initial estimate on the portfolio
of properties differs by greater than 10%, we work with the
independent reserves consultant to reconcile the difference
to within 10%. Estimates pertaining to individual properties
within the portfolio often differ by significantly more than
10%, either positively or negatively. We do not attempt to
resolve each property to within 10% as it would be time and
cost prohibitive given the number of wells in which we have
an interest,
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At |December 31 2006, we had 98% of our oil and
gas and Syncrude reserves before royalties (98% after
royaltrels) assessed bv |ndependent engineers. DeGolyer and
MacNaughton perforrr:red evaluations of our proved reserves
for eacf? of the Masila.Block (Yemen), Block 51 (Yemen?, Usan
{Nigeria) and our United Kingdom properties. McDaniel &
Associa;tes Consultants Ltd. (McDaniel} prepared one evalu-
ation comprising a ‘portion of our Canadian conventional,
coalbedI methane andLLong Lake properties. An evaluation is
a process whereby a qualified reserves evaluator prepares their
estlmate of the remaining quantities of oil and gas reserves by
assessrng and interpreting all available data on a reservoir 10
allow them to assess whether our estimates are reasonable.
McBaniel performed an audit of cur Syncrude interest.: Ryder
Scott C'ompany audited a portion of our US Gulf of Mexico
sheli properties. erham M. Cobb & Assocrates, Inc. audited
our Us Gulf of Mexico deep water properties. An audit is'a pro-
cess whereby an mdependent qualified reserves auditor reviews
our estrmates supportrng work papers and other data as they
feel is necessary to prepare therr estimate of remaining quanti-
ties of oil and gas reserves to allow them to assess whether our
estimates are reasonable.

The board of directors has established a Reserves Review
Commit:tee (Reserves Committee) to assist the board and the
Audit and Conduct Review Committee to oversee the annual
review of our oil and .gas reserves and related disclosures.
The Reserves Committee is comprised of three or more direc-
tors, the majority of whom are independent, and each being

familiar wrth estlmatrng ail and gas reserves, The Reserves
Commrttee meets with management periodicaliy to-review

the reserves process, the portfoho of properties selected by
management for independent assessment results and related
dlsclosures The Reserves Committee appoints and meets with
each of the internal quahfred reserves evaluator and |ndepen-
dent reserves consu!tants independent of management, to
review the scope of therr waork, whether they have had access
to sufficient information, the nature and satisfactory resolu-
tion of any material differences of opinion, and in the case of
the independent reserves consultants, their independence.

The Reserves Committee has reviewed Nexen's procedures
for prepa:ring the reserves estimates and related disclosures.
It has reviewed the information with management, and met
with the' lnternal qualified reserves evaluator and the inde-
pendent qualrfred reserves consultants. As a result of thrs the
- i

{ i
1

|

Reserves Committee is satisfied that the inrernally-estimated
reserves are reliable and free of material misstatement. Based
on the recommendation of the Reserves Committee, the
board has approved the reserves estimates and related disclo-
sures in the Form 10-K. )

Reserves estimates are critical 1o many of our accounting
estimates, including;

I Determining whether or not an exploratory well has found
economically producible reserves. If successful, we capital-
ize the costs of the well, and if not, we expense the costs
immediately. In 2006, $169 million of our total $289 mil-
lion spent on exploration drilling was expensed. f none
of our exploration drilling had been successful, our net
income would have decreased by $120 million.

I Calculating our unit-of-production depletion rates. Both
proved and proved developed reserves estimates are
used to determine rates that are applied to each unit-of-
production in calculating our depletion expense. Proved
reserves are used where a property is acquired and proved
developed reserves are used where a property is drilled
and developed. in 2006, ol and gas deptetion of $741
million was recorded in depletion, depreciation, amartiza-
tion and impairment expense. If our reserves estimates
changed by 10%, our depletion, depreciation, amortiza-
tion and impairment expense would have changed by
approximately $74 million, assuming no other changes to
our reserves profiles.

I Assessing, when necessary, our ol and gas assets for
impairment, Estimated future undiscounted cash flows
are determined using proved reserves. The critical esti-
mates used to assess impairment, including the impact of
changes in reserves estimates, are discussed below.

Since we do not have any loan covenants directly linked
to reserves, it would take a significant decrease in our proved
reserves to limit our ability to borrow morey under our term
- credit facilities, as previously described in the Liquidity section
| of the MD&A.
|
i

Property, Plant and Equipment—lmpairment
We evaluate our long-lived assets (oil and gas properties,
| Syncrude and chemnicals) for impairment if an adverse event or
'change occurs. Among other things, this might include falling
ioil and gas prices, a significant negative revision to our reserves
- estimates, changes in operating and capital costs, or significant

|
i
!
|
|
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or adverse political changes. If one of these occurs, we assess
estimated undiscounted future cash flows for affected prop-
erties to determine if they are impaired. If the undiscounted
future cash flows for a property are less than the carrying
amount of that property, we calculate its fair value using a
discounted cash flow approach. The property is then written
down to its fair value. We assessed our oil and gas assets for
impairment at the end of 2006 and recorded an impairment
charge of 393 million, primarily related to two natural gas
producing properties in the Gulf of Mexico.

Cash flow estimates for our impairment assessments
require assumptions about two--primary elements—future
prices and reserves. Our estimates of future "prices require
significant judgements about highly uncertain future events.
Historically, oit and gas prices have exhibited significant volatil-
ity—over the last five years, prices for WTI and NYMEX gas
have ranged from US$18/hbl to US$79/bbl and US$2/mmbtu
to US$16/mmbitu, respeciively. Qur forecasts for oil and gas rev-
enues are based on prices derived from a consensus of future
price forecasts amongst industry analysts and our own assess-
ments. Qur estimates of future cash flows generally assume
our long-term pricé forecast and forecast operating and devel-
opment costs. Given the significant assumptions required and
the possibility that actual conditions will differ, we consider the
assessment of impairment to be a critical accounting estimaie.
A change in these estimates would impact all except our chemi-
cals and energy marketing businesses.

It is difficult to determine and assess the impact of a
decrease in our proved reserves on our impairment tests. The
relationship between the reserves estimate and the estimated
undiscounted cash flows, and the nature of the property-
by-property impairment test, is complex. As a result, we
are unable to provide a reasonable sensitivity analysis of the
impact that a reserves estimate decrease would have on our
assessment of impairment,

Asset Retirement Obligations

We are required to remove or remedy the effect of our
activities on the environment at cur present and former oper-
ating sites by dismantling and remdving production facilities
and remediating any damage caused. Estimating our f’uture
asset retirement obligations requires us to make estimates
and judgments with respect to activities that will occur many
years into the future. In addition, the ultimate financial impact

of environmental laws and regulations is not always clearly
known and cannot be reasonably estimated as standards
evolve in the countries in which we operate.

We record asset retirement obligations in cur Consolidated

' Financial Statements by discounting the present value of the

estimated retirement obligations associated with our oil and
gas wells and facilities, Syncrude assets and chemical plants.
In arriving at amounts recorded, numerous assumptions and
judgments are made with respect to ultimate settlement
amounts, inflation factors, credit-adjusted discount rates, tim-
ing of settlement and expected changes in legal, regulatory,
environmental and political environments. The asset retire-
ment obligations we have recorded result in an increase to
the carrying cost of our property, plant and equipment. The
chligations are accreted with the passage of time. A change
in any one of our assumptions could impact our asset retire-
ment obligations, the carrying value of our property, plant and
equipment and our net income., .

It is difficult ta determine the impact of a change in a-ny
one of our assumptions. As a result, we are unable to provide
a reasonable sensitivity analysis of the impact a change in our
assumptions would have on our financial results.

Business Combination—Purchase Price Allocation

During the fourth guarter of 2004, we acquired a com-
pany operating and exploring oil and gas properties located
in the North Sea. We accounted for this acquisition using the
purchase method of accounting. Under this method, we were
required to record on our Consolidated Balance Sheei the
estimated fair values of the acquired company’s assets and
liabilities at the acquisttion date. The excess of the purchase
price over the fair values of the tangible and intangible net
assets acquired was recorded as goodwill.

We made various assumptions in determining the fair val-
ues of the acquired company’s assets and liabilities. Th\e most
significant assumptions and judgments relate to the estimation
of the fair value of the oil and gas properties. To determing
the fair value of these properties, we estimated (a) oil and gas
reserves in accordance with our reserve standards, (b) addi-
tional reserves potential and (c) future prices of oil and gas.

Qur reserve estimates were based on the work performed
by our engineers and outside consultants. The judgments
associated with these estimated reserves are described earlier
in our critical accounting estimates discussion entitled “Qil and
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Gas Accountmg—Reserves Determination”. Our estimates of
future prices were: based on prices derived from a consensus
of future price forecasts arnongst industry analysts and our
own 'assessments. The Judgments associated with these esti-
mates are descnbedrearlrer in our critical accounting estimates
drscu‘ssron entitled .'Orl and Gas Accountrng—lmparrment'
We applied our estrmated future prices to the estrmated
reserves guantities acqurred and we estimated future operat-
ing and developrnent costs to arrive at estimated future net
revenues for the propertles acquired. For proved propertres
we dlrscounted the future 'net revenues using after-tax dis-
count rates. The same prrncrples were applied in arriving at the
fair value of unproved propertles acquired. These unproved
propertres generally represent the value of the probable and
possrble reserves. Because of their very nature, probable and
possrble reserve estrmates[are mare imprecise than those
of proved reserves. rTo compensate for the rnherent risk of
estrmatrng and valurng unproved reserves, an appropriate
risk- -weighting factor was applied to the discounted future
net re‘venues of therprobable and possible reserves'rn each
partrcutar instanca. l T |
If the fair value aIIocated to oil and gas properties acqurred
had been decreased by $SO million, future income tax liabili-
ties wouid have decreased by $20 million and goodwrll would
have increased by 530 mrl!ron r
| lt t o
Future Income Taxes ! :
We follow the Iralbrlrty method of accounting forlincome
taxes whereby future mcome tax assets and liabilities are rec-
ognrzed based on temporary differences in reported amounts
for financial statement and . tax purposes. We carry on busi-
ness rrlr several countrres and as a result, we are subject to
|ncome taxes in numerous jurrsdrctlons The determination
of our|rncome tax provrsron rs inherently complex and we are
required 1o interpret contrr:tually changing regulatrons and
make certain judgménts While income tax filings are sub-
ject to' audits and reassessments we believe we have made
adequate provision for all |ncorne tax obligations. However
changes in facts and crrcumstances as a result of income tax
audits, | reassessmentsI jurrsprudence and any new Iegrsiatron
may result in an increase or decrease in our provision for
income taxes. j X
i

|
|

NEW ACCOUNTING PRONOUNCEMEINTS
Car-tadian Pronouncements

In an effort to harmonize Canadian G/}AP with US GAAP,
the Canadian Accounting Standards Board (AcSB) has issued
sactions:

I 1530, Comprehensive Income; '
| 3855, Financial Instruments—Recogm’t'ion and

Measurement; and
I 3865, Hedges.

Under these new standards, all financral assets should be
measured at fair value wrth the exception of loans, receivables
and investments that aré intended to be held to maturity and
certain equity irvestments, which should be measured at cost.
Similarly, all financial liabilities should bé measured at fair
valué when they are held for trading or they are derivatives.

Gains and losses on financial instruments measured at fair
value will be recognized in the income statement in the periods
they arise with the exception of gains and losses arising from:
I financial assets held for sale; for which unrealized gains

ahd losses are deferred in other comprehensive income

until sofd or impaired; and '
I certain financial instruments that qualrfy for hedge
accountrng.

Sections 3855 and 3865 make use c}f “other compre-
hensive income”. Other comprehensive income comprises
revenues, expenses, gains and losses that:are recognized. in
comprehensive income, but are excluded from net income.
Urredlized gains and losses on qualifyin:gthedging instru-
ments, translation of self-sustaining foreigln operations, and
unrealized gains or losses on financial instruments available
for sale will be included in other comprehensive income and

- reclassified to net income when realized. Comprehensive

income and its components will be a required disclosure under
the new standard.

These new standards are effective for fiscal years beginning
on or after October 1, 2006 and early adoption is permitted.
Adoption of these standards as at December 31, 2006 would
have the following impact on our Consplidated Financial
Statements:

; Increase/
(Cdn$ millions) ) (Decrease)
Accounts Receivable ‘ 25
Future Income Tax Liabilities ) 7
Cumulative Foreign Currency Translation Adjustment 161

Accumulated Other Comprehensive Income ' (143)
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In March 2006, the CICAS Emerging Issues Comimittee
(EIC) issued Abstract 160, Stripping Costs Incurred in the
Production Phase of a Mining Operation (EIC-160), EIC-160
outlines accounting for overburden and mine waste materials
removed in the process of accessing mineral deposits accord-
ing to the benefit received by the entity. Generally, stripping
costs should be accounted for as variable production costs
and included in the costs of inventory produced in the period
the stripping costs are incurred. If it can be shown that the
stripping was for betterment of the mineral property, stripping
costs should be capitalized. The standard outlines the require-
ment for amortization of capitalized stripping costs as well as
a reconciliation of stripping costs incurred in the production
phase. .EIC-160 is effective for fiscal years beginning on or
after July 1, 2006, We do not expect the adoption of EIC-160
will have any material impact on our results of operations or
financial position.

In July 2006, the EIC issued Abstract 162, Stock-Based
Compensation for Employees Eligible to Retire Before the
Vesting Date (EIC-162). EIC-162 provides that if an employee
is eligible to retire on the grant date of a stock-based award,
related compensation expense is recognized in fuli at that date
as there is no ongoing service requirement to earn the award.
In addition, if the employee becomes eligible to retire during
the vesting period, related compensation expense is recog-
nized over the period from the grant date to the retirement
eligibility date on a graded vesting basis. EIC-162 is effective
for interim and annual periods ending on or after December
31, 2006. We adopted EIC-162 on a retroactive basis in the
fourth quarter of 2006. For the year ended December 31,
2006, the impact of adopting EIC-162 decreased general
and administrative expense by $9 million, increased provi-
sion for future income taxes by $3 million, increased net

- income $6 million, and increased basic and diluted earnings

per share by $0.02/share. For the year ended December 31,
2005, the impact of adopting EIC-162 increased general and
administrative expense by $17 million, decreased provision
for future income taxes by $5 million, reduced net income
by $12 milion, and reduced basic and diluted earnings
per share by $0.05/share. The impact on the year ended
December 31, 2004 was immaterial.

In December 2006, the AcSB issued two new Sections
in refation to financial instruments: Section 3862, Financial
Instruments - Disclosures, and Section 3863, Financial
Instruments — Presentation. Both sections will become effec-
tive for annual and interim periods beginning on or after
October 1, 2007 and will require increased disclosure of
financial instruments.

in December 2006, the AcSB issued Section 1535, Capital
Disclosures, requiring disclosure of information about an
entity's capital and the objectives, policies, and processes for
managing capital. The standard is effective for annual periods
beginning on or after October 1, 2007.

US Pronouncements

On Jamjary 1, 2006, we adopted FASB Statement 123
(revised), Share-Based Payment {Statement 123(R)) using the
modified-prospective approach and graded-vesting amortiza-
tion. Under Statement 123(R), our tandem options and stock
appreciation rights are considered liability-based stock com-
pensation plans. Under the modified-prospective approach,
no amounts are restated in prior periods. Upon adopiion
of Statement 123(R), we recorded a cumulative effect of a
change in accounting principle of $2 million. This amount was
recorded in general and administrative expenses during the
first quarter of 2006 in our US GAAP Consolidated Statement
of tncome.

Prior to the adoption of Statement 123(R), we accounted
forrour liability-based stock compensation plans in accer-
dance with FASB Interpretation 28, Accounting for Stock
Appreciation Rights and Other Variable Stock Option or
Award Plans (the intrinsic-value method). Accordingly,
obligations were accrued on a graded-vesting basis and
represented the difference between the market value of our
common shares and the exercise price of underlying options
and rights. 'Under Statement 123(R), obligations for lability-
based stock compensation plans are measured at their fair
value, and are re-measured at fair value'in each subsequent
reporting period.

Consistent with Statement 123(R), we account for any
stock options that do not indlude a cash feature (equity-based
stock compensation plans), using the fair-value method.
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The impact of adopting Statement 123(R) on our results for the year ended December 31, 2006 is as follows: |

|

i
\

I II & I Prior to After

| i E ! ! Adoption of  Adoption of Increasel
(Cdn$ millions, except per share amounts) | ! FAS 123(R) FAS 123(R) (Decrease)
Income from Conitinuing Operations before Income Taxes—US GAAP 1,306 1,264 (42
Net Income—US GAAP ; ; ‘ 608 579 (29)
Basic Earnings per Common $hare—US GAAP ($4share) . 2.32 2.21 (0.41)
Diluted Earnings per Common Share—US GAAP ($/share) ' 2.26 2.15

o (0.11)

| T

We recognize stock-based;compensation expense for our
retired and retirement-eligiblé ;employees over en accelerated
graded vesting!period in acéordance with the provisions of
Statement 123('R) for stock- be't?ed aw‘ards granted to employ-

ges after December 31, 2005. For stock-based awards granted

prior to the adoptlon of Statement 123(R), stock-based -
compensation expense for our retured and retirement-eligible

employees is recogmzed over a graded vesting period. If we
applied the accelerated vesting provisions of Statement 123(R}
to stock-based awards grante'd 1o our retired and retirement-
eligible employees prior to thetadopti:on of Statement 123(R),
there would be no material change to our stock-based compen-
sation expense for the three years ended December 31, 2006,

In February 2006, the IFASB |I55ued Statement 155,
Accounting for: Certain Hybn'd lnstrt';menrs which amends

Statement 133 Accounting for Denvatrve Instruments and

Hedging Act:wtres and Statement 140, Accounting for -

Transfers and Servicing of Frnancraf Assets and Extinguishments
of Liabilities. Statement 155 permlts fatrvalue re-measurement

of hybrid financial |n5truments that contain an embedded

derivative that otherwtse would reqwre bifurcation from its
host contract in accordance W|th Statement 133. Statement
155 also clanfrles and amends certatn other prowvisions of
Statement 133 and Statement 1140. Thls statemnent is effective

for all financial |nstruments acquued or issued in fiscal years

beginning aftenSeptember 15 2006; We do not expect the

adoption of this statement will have a material impact on our -

results of operations or financial position.
InJuly 2006 FASB issued FIN 48 Ac%rountr'ng for Uncertainty

in Income Taxes with respect to FAS 109 Accounting for .

Income Taxes r'egarding accountingi for and disclosure of
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uncertain tax positions. FIN 48 seeks to reduce the diversity
in practice associated with certain aspects of the refcognit‘tdn
and rneasmenﬁent related to accounting for income taxes
and is effective for fiscal years beginning after December 15,
2006! Adoption of this standard is expected to increase our
future income tax liabilities by no more than $30 mi:|lion and
decre}ase our retained earnings by a corresponding amount.

InlSeptember 2006, FASB issued Statemeni 157, Far'r Value
Measurements: Statement 157 defines fair value, es:tablishes
a framework for measuring fair value under US generally
accep!ted accounting principles and expands disclosures_about
fair value measurements. This statement is effective for fiscal
yearsfbeginning after November 15, 2007. We do nr’nt expect
the adoptlon of this statement will have a material |mpact on
our results of operations or financial position.

Inl September 2006, FASB issued Statement 158,
Employers” Accounting for Defined Benefit Pension and Other
Postretirement Plans. Statement 158 requires an employer
to relcognize the over-funded or under-funded sta'rtus of a
defined benefit post-retirement plan on the balance'sheet as
an asset or liability and to recognize changes in funded status
through comprehensive income. This statement also requires
measlirement of the funded status of a plan as of the balance
sheet[date. The recognition and disclosures under Statement
158 are required for fiscal years ending after December 15,
2006 jwhile the new measurement date is effective for fiscal
years Fnding after December 15, 2008. We adopted the rec-
ognitiion and disclosure provisions at December 3t,: 2006 in
our US GAAP presentation. We do not expect the adcaption of
the change in measurement date in 2008 to have a material
impact on our fesults of operations or financial position.
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We are exposed to normal market risks inherent in the

~ oil and gas, Syncrude, energy marketing and chemicals busi-

nesses, including commadity price risk, foreign-currency rate
risk, interest rate risk and credit risk. We recognize these risks
and manage our operations to minimize our exposures to the
extent practical.

NON-TRADING'
Commodity Price Risk ‘

Commaodity price risk related to conventional and synthetic
crude oil prices is our most significant market risk exposure.
Crude oil and natural gas are commodities which are sensitive
to numerous worldwide factors, many of which are beyond
our control, am:il are generally sold at contract or posted
prices. Changes in world crude oil and natural gas prices may
significantly affect our results of operations and cash gener-
ated from operating activities. Consequently, such prices also
may affect the value of our oil and gas properties and our level
of spending for oil and gas exploration and development.

Qur crude oiI'prices are based on various reference prices,

L)

'
L.

- ITEM 7A. QUANTITAfIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

primarily the WT) crude oil reference price and other prices
which generally track the movement in WTI. Adjustments are
made to the reference prices to reflect quality differentials and
transportation. WTI and other international reierence prices
are affected by numerous and complex worldwide factors
such as supply and demand fundamentals, economic out-
locks, prodhction quotas set by the Organization of Petroleum
Exporting Countries and political events. Quality differentials
are affected by local supply and demand factors.

To a lesser extent we are also exposed to natural gas price
movements. Natural gas prices are generally influenced by
oil prices and North American supply and demand, and to a
lesser extent local market conditions.

fn 2006, WTI averaged US3$66.22/bbl reaching a high of
US$78.40/bbl and a low of US354.86/bbl. NYMEX natural
gas prices averaged US$6.99/mmbtu in 2006, reaching a
high of US$11.00/mmbtu and a low of U5$4.05/mmbtu. Cur
sensitivities to commedity prices and the expected impact on
our 2007 cash flow from operating activities and net income
are as follows;

{Cdn$ millions} Cash Flow  Netincome
WTI-U531/bbl Change above U5$50 73 46
WTI—US$ 1/bbl Change below US$50 42 26
NYMEX Natural Gas—US$1.00/mcf Change 66 56

These sensitivities to changes in benchmark prices for
¢rude oil'and natural gas are based on our estimated 2007
production levels for crude oil and natural gas and assume
a Canadian/US dollar exchange rate of $0.88. Our esti-
mated crude ail and natural gas production range for 2007
is between 275,000 and 305,000 boe/d before royalties, of
which natural gas represents approximately 18%.

The majority of our oil and gas production is sold under
short-term contracts, exposing us to short-term price move-
ments. Other energy coniracts we enter into also expose us
to commodity pfice risk between the time we purchase and
sell contracted volumes. From time to time, we actively man-
age these risks by using commaodity futures, forwards, swaps
and options. '

In 2006, we purchased WTI put options to manage the
commodity price risk exposure on a portion of our oil produc-
tion in 2007, by establishing an annual average WTI floor price
of US$50/bbl on 105,000 bbls/d of production.

Foreign Currency Risk
A substantial portion of our actlvities'are transacted in or
referenced io US dollars including:
I sales of crude oil, natural gas and certain
chemicals products;
I capital spending and expenses for our ail and gas,
Syncrude and chemicals operations; and
1 short-term and long-term borrowings.
The Canadian/US dollar exchange rate averaged $0.88 in
2006 with a high of $0.91 and a low of $0.85.
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Olur sensitivities to the L{S dollar and the expected impact of a one cent change on our 2007 cash flow from operating activities,
net income, capital éxpenditures and long-term debt ‘are as follows:

| ) f |

| s ; Capital Long-Term
{Cdn$ millions) _ . | : Cash Flow  NetIncome 'Expendituj_res ‘Debt
$0.01 Change in US to Canadian Dollar ) |

g } i ¢

dur sensitivities| to changes in the Canadian/US dollar
exchange rate are calcuiated based on projected revenues
expenses, capita! expendltures and US-dollar denomlnated
long- term debt for 2007 These estimates are based on a WrTl
price for crude il of US$50/bb| a NYMEX natural gas price of
US$6|/mmbtu operatlng colsts of $8/Mboe and a CanadlanlUS
dollar exchange rate of $0. 88.

We manage our exposure to fluctuations between the US
and Canadlan dollar by matchmg our expected net cash flows
and borrowmgs in. the same currency. Net revenue from our
forelgn operations : and ounl US-dollar borrowings are gener-
ally used to fund US doIIar capital expenditures and debt
repayments We malntaln revolwng Canadian and US-dollar
borrowmg facilities. that can be used or repaid dependmg on
expected net cash flows. We designate our US-dallar bor-
rowings as a hedgeragalnst our US-dollar net mvestment in
foreign operations. It \ |

| ) |

Our sensitivity to mterest rates and the expected |mpact of

ing activities and net |ncome is as follows:
' |

{Cdn$ miltions) 0 ;

35 12 119 £}

Our chemicals operations are exposed to changes in the
US-dollar exchange rate as a portion of their sales are denomi-
nated in US-dollars. Canexus penodlcally purchases Us-dollar
call options to reduce this exposure. Underoutsta nding optlon
contracts at Decemnber 31, 2006, Canexus had the rtght o
sell US$5 million monthly and purchase Canadlan dollars at
an exchange rate of US$0.85 to January 10, 2007 and has
the right to sell US$5 million monthly and 'purchase Canadian
dollars at an exchange rate of US$0.87 for the period January
10, 2007 to July 11, 2007,

We do not have any material exposure to highly inflation-
ary foreign currencies.

Interest Rate Risk
We are exposed to fiuctuations in inerest rates on our
floating-rate debt. Tp minimize our exposure to interest rate
fluctuations, we occasionally use derivative instruments.
» )
a 1% change in interest rates on our 2007 cash flow from operat-

1

Cash Flow  Net Income

Interest Rates—1% change in rates i

' ]. 9 6

. — ; r
: . |

Qur sensitivity to changes in interest rates is based on
2007 'estimated average floating rate debt of $900 million and
a Canadian/Us doilar exchange rate of $0.88.

Qur floatrng rate debt exposes us to changes in mterest
payments as interest rates fluctuate. To manage this expo-
sure, we maintain aF combmanon of fixed and floating rate
borrO\Imngs and facilties. At "December 31, 2006, fixed-rate

borrowmgs compnsed 73% (2005—95%) of our Iong -term
|

| {
1i
i
| i
| |
I ]
I

f
H
I
I
|
|
|

debt at an effective average rate of 6. 3% (2005—6 3%).
Durmg the year, we periodically drew on our commltted
unsecured term credit facilities and at December 31, 2006
floating-rate debt comprised 27% (2005—5%) of our long-
term debt at an effective average rate of 5.7% (2005—4.4%}
reaching a high of 6.4% and a low of 4.25% during 2006,

We had no interest rate swaps outstanding in 2006
or 2005.
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Management’s Discussion & Analysis { Market Risks

TRADING. C
Commodity Price Risk

Our marketing operation is involved in the marketing and
trading of crude oil, natural gas, natural gas liquids and power
" through the use of physical purchase and sales contracts, as
well as financial commodity contracts. These activities expose
us to ccmmodity price risk, as well as foreign currency risk
and volatility within these markets. The marketing group
actively manages this risk by utilizing energy-related futures,
forwards, swaps and options, as well as currency swaps or
forwards. The marketing operation also tries to take advan-
tage of volatility within commadity markets and can establish
net open commodity positions to take advantage of existing
market conditions.

Volatility within our various markets can vary and changes
over time. While this volatility gives us opportunities, it can
also cause our results to vary significantly between periods,
We attempt to manage associated risk and take on positions
based on solid market intelligence, howe\;er, it is possible that
we could incur financial loss.

Open positions exist where not all contracted purchases
and sales terms have been matched. These net open positions
allow us to generate income, but also expose us to risk of
loss due to fluctuating market prices (market risk sensitivities
in our portfolio). Open positions and derivative instruments
expose us to other risks, including credit risk and liquidity
risk. The inability to close out options, futures and forward
positions could have an adverse impact on our ability to use
derivative instruments to effectively hedge our portfolio and/
or generate income from trading activities.

We control the level of market risk through daily monitor-
ing of our energy-trading portfolio relative to:
I prescribed limits for Value-at-Risk (VaR);

I nominal size of commodity positions;
I stop loss limits; and
I stress testing.

VaR is a statistical estimate that is reliable when normal
market conditions prevail. Qur VaR calculation estimates
the maxirum prabable loss, given a 95% confidence level,
that we would incur if we were {o unwind our outstanding
positions over a two-day period. We estimate VaR using the
Variance-Covariance method based on historical commodity
price volatility and correlation inputs. Our estimate is based
upon the following key assumptions: )
I changes in commaodity prices are either normally -

or “T" {for natural gas since May 2006) distributed;

I price volatility remains stable; and
I price correlation relationships remain stable,

If a severe market shock occurred, the key assumptions
underlying our VaR estimate could be exceeded and the
potential loss could be greater than our estimate. In May
2006, the methodology for estimating the input parameters
for the VaR calculation for natural gas was revised to improve
performance and stability under a range of normal and low
probability market conditions. The new methodology pro-
duces VaR results substantially similar to the prior method
with no material changes.

Stress testing complements our VaR estimate. It is used
to quantify potential unexpected losses from low probability
market movements. Credit VaR is reported separately from
commodity VaR, and ranged between $4 and $5 million
in 2006. '
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Qur year end, annual hlgh annual low and annual average VaR amounts are as follows:

|
{Cdn$ millions) ! 1
|

: .
I i | 2006 2005 2004

Value at Risk ‘
Year End | 'l ! ‘ 6| - 24 21
High i ' i ' 33 28 42
Low ! X ! ; 17 1" 17
Average | I ' 23 21 29

| 7 |

| 0o

Our board of drrectors has ap'proved formal risk manage-
ment polrcres for our enefgy tradmg activities. Market and
credit risks are monitored' daily by a risk group that oper-
ates mdependently and 'ensures " compliance with our rrsk
management policies. ThejFinance Committee of the board
of dlrectorsland our Risk’ Management Committee monitor
our exposure to the above rrsks and review the results of O}Jr

energy tradrng activities regularly t

: A

CREDIT RISK i
Credit rlsk affects both our tradlng and non-trading activi-

ties and is the risk of loss |f counterpartres do not fulfill therr
contractual obligations. Most of our credit exposures are with
counterparties in the enargy |ndustry, including energy trad
ers, and are subject to normal |ndustry credit risk, We take the
following measures to reduce this risk:

I we assess the fmancral strength of our counterparties
through a rigorous credlt process '

1 we limit the total exposurd extended to |nd|V|dua|
counterparties, and may require ‘collateral from some
counterparties; | '

| !
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1 | we routinely monitor credit risk exposures, including sec-
tor, geographic and corporate concentrations of credit,
and repbrt these to our Risk Management Committee and
the Finance Committee of the board;

I | we set credit limits based on rating agency dredit ratings
and internal assessments based on company and industry
analysis;

1 | we review counterparty credit limits regularly; and

I | we use standard agreements that allow for the netting of
exposures associated with a single counterparty.

We believe these measures-minimize our overall credit
ris}<. However, there can be no assurance that the:se processes
will protect us against all losses from non-performance. At
De.!cember 31, 2006

I | over 98% of our credit exposures were investment grade;
and -

i

1 { only 2 counterparties individually made up more than 5%
of our credit exposure. Both were investment grade.

!
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SPECIAL NOTE REGARDING FORWARD-LOOKING

STATEMENTS
Certain statements in this report, i.ncluding those

appearing in Jtems 1 and 2—Business and Properties and
ftem 7-—Management's Discussion and Analysis of Financial
Condition and Results of Operations, are forward-look-
ing statements '. Forward-looking statements are generally
identifiable by terms such as anticipate, believe, intend, plan,
expect, estimate, budget, outlook or other similar words, and
include statements relating to future production associated
with our Coalbed Methane, Long Lake, and West Africa proj-
ects and future capital investment plans,

These statements are subject to known and unknown risks
and uncertainties and other factors which may cause actual
results, levels of activity _and achievements to differ materially
from-those expressed or implied by such statements. These
risks, uncertainties and other factors include, among others:

1 market prices for oil, natural gas and chemicals products;

I our ability to explore, develop, produce and transport
crude oil and natural gas to markets;

I the results of exploration and development drilling and
related activities;

I . volatility in energy trading markets;

I foreign-currency exchange rates;

I+ economic conditions in the countries and regions in which
we carry on business;

I - governmental actions that increase taxes or royalties,

- change environmental and other laws and regulations;

I renegotiations of contracts;

I ° results of litigations, arbitration or regulatory proceedings;
and-

l- poliiical uncertainty, including actions by insurgent or other
armed groups or other conflict, including conflict between
states.

- The above items and their possible impact are discussed

more fully in the section, titled Risk Factors in ltem 1A and

Quantitative and Qualitative Disclosures about Market Risk

in ltem ‘7A.

The impact of any one risk, uncertainty or factor on a
particular forward-looking statement is not determinable
with certainty as these are interdependent and management’s
future course of action depends upon our assessment of all
information available at that time. Any statements regarding

the following are forward-looking statements:
: N

I future crude oil, natural gas or chemicals prices;

I future production levels;

I future cost recovery il revenues from our operations in
Yemen;

I future capital expenditures and their allocation to explora-
tion and development activities;

I future asset dispositions;

I future sources of funding for our capital program;

I possible commerciality, development plans or capacity

expansions;

future ability to execute dispositions of assets or businesses;

future debt tevels;

future cash flows and their uses;

future drilling of new wells;

ultimate recoverability of reserves;

expected finding and development costs;

expected operating Costs;

future demand for chemicals products;

future expenditures and future allowances relating to

environmental matters; and

I dates by which certain areas will be developed or will

come on stream.

We believe that any forward-looking statements made
are reasonable based on information available to us on the
date such statements were made. However, no assurance can
be given as to future results, levels of activity and achieve-
ments. Except to the extent required by law, we undertake
no obligation to update publicly or revise any forward-looking
statements contained in this report. All subsequent forward-
looking staternents, whether written or oral, attributable to us
or persons acting on our behalf are expressly qualified in their
entirety by these cautionary statements.

Nate:
1 Within the meaning of the United States Private Securities Litigation Reform

Act of 1995, Section 21E of the United States Securities Exchange Act of 1934,

' as amended, and Section 27A of the United States Securities Act of 1933, as
amended.

SPECIAL NOTE TO CANADIAN INVESTORS
Nexen is an SEC registrant and a Form 10-K and related

“forms filer. Therefore, our reserves estimates and securities

regulatory disclosures follow SEC requirements. In 2003,
Canadian [egulatory authorities adopted National Instrument
51-101—Standards of Disclosure for Oil and Gas Activities
(NI 51-101) which prescribes that Canadian companies follow
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certarn stano'ards for.the. preplra‘ratron (land drsclosure of reserves
and related mformatron We have been granted the followrng
exemptions permlttrng us to
I substitute our SEC drsclosures for much of the annual |

disclosure requrred by NI 51 101;
I prepare our reserves estlrnates and related dlsclo-

sures in accordance with SEC lrequrrements generally

t

—

|
i

v
1
!

accepted industry practrces in the US and the standards '

of the Canadiar Oif and Gas Evaluatron Handbook (COGE
Handbook)lmodrfred to reflect SElC requirements;
I dispense with the requ1rement to-have our reserves .

estimates alnd the Standaro‘rzed | Measure of Drscountedl

Future NetCash Flows anb’ Changes Therein, included in

the Supplementary Financial Informatron evaluated or!

audited by |ndependent quallfled reserves evaluators, and
I not dlsclose certain prescribed |nformat|on pertaining to

prospects |f.such drsclosurles would resuit inithe contraven-

tion of a legal obllgatlon vvould likely be detrimental to cur

competrtrve interests or the |nformatron does not exist.

As & result of these exemptrons Canadran investors should
note the following fundamental d|fferences in reserves esti-

mates and related disclosures contarned in the Form 10-K;

I SEC regrstrants apply SEC reserves definitions and prepare 1

their reserves estimates |n accordance vvrth SEC require- |

menis and generally accepted lndustry practrces in the US |

!
!
|
i
!
1
|
i
i
|
|
|

f

whereas NII 51-101 requires adherence to.the definitions ! !

and standards promulgate;d by the COGE Handbook;
I the SEC mandates drsclosure of proved reserves and the |

Standardrzed Measure of Drscounted Future Net Cashl

Flows and!| Changes Therern calculated using year-end |
constant prices and costs only whereas NI 51-101 also
requires disclosure of reserves and related future net rev-
enues usrng forecast prices;

1 the SEC mandates drsclosure of proved and proved
developed reserves by geographlc region only whereas NI

il
51-101 requires disclosure of more reserve categorles and

|
product types; () |

I
I the SEC dogs not prescrrbe the nature of the infermation
required in connectron wrth proved undeveloped reserves
and future development costs vvhereas NI 51-101 requrres

certain detailed mtormatron regardrng proved unclevel-|

oped reserves, related development plans and future

development costs; r . |

1 the SEC does not requrre dlsclosure of finding and cevel- i

opment (F&D) costs per boe of proved reserves additions
whereas NI 51-101 requrres that various F&D costs per

| A:ll |

'

boe be drsclosed NI 51-101° requires that F&D, costs be

) calculated by dividing the aggregate of exploration and
development costs incurred in the current year and the
change in estimated future development costs relatrng to
proved reserves by the additions to proved reserves in the
current ye'ar However, this will generally not reflect full
cycle frndrng and development costs related to reserve
addrtrons for the year;
the SEC Ieaves the engagement of |ndependent gualified
reserves evaluators to the discretion of a company's board
of directors whereas NI 51-101 requires issuers to engage

S~ such evaluators and to file their reports;
the SEC does not consider the upgrading component of
o'ur integrated oil sands project at Long Leke as an oil and
gas activity, and therefore permits recognition of bitu-
nr'len reserves only. NI 51-101 specifically includes such
a:ctivity as an oil and gas activity and recognizes synthetic
olil as a product type, and therefore permits recognition
of synthetic reserves. At year end, we have recognized
246 million barrels before royalties of proved bitumen
reserves (219 million barrels after royalties) under SEC
requrrements whereas under NI-51-101 we vvould have
recognrzed 200 million barrels before royalties of proved
synthet i reserves (185 million barrels after royalties); and
the SEC considers our Syncrude operation as.a mining
a'ctrvrty rather than an oil and gas activity, and jtherefore
does not permrt related reserves to be |ncluded with oil
and gas reserves. NI 51-101 specifically mcludes such
alctlwty as an oil and gas activity and recognizes synthet|c

_ ail as a product type, and therefore permits them to be
included with oil. and gas reserves. We have plovlded a

. separate table showing our share of the Syncrude proved
reserves as wel as the additional disclosures relating to
n%ining activities required by SEC requirements.

The foregoing is a general description of the principal -

differances only .

1

NI 51-101 requires that we make the following dijsclosures:
we use oil equivalents (boe) to express quantities of natu-
ral gas and crude cil in a common unit. A conversion ratio
of 6 mcf of natural gas to 1 barrel of oil is used. Boe may
ble misleading, particularly if used in isolation. Tde conver-
sion ratio-is based on an energy equivalency conversion
method primarily applicable at the burner tip and does not
represent El value equivalency at the wellhead. ¢

:
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Financial Statements

Strong commodity prices and record results
from our marketing group resulted in solid
financial results for 2006. Cash flow from
operating activities was a record $2.4 billion,
while net income was $601 million.
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REPORT OF MANAGEMENT

February 9, 2007

To the Shareholders of Nexen Inc.:

We are responsible for the preparation and fair presentation of the consolidated financial statements, as well as the financial
reporting process that gives rise to such consolidated financial statements. This responsibility requires us to make significant
accounting judgments and estimates. For example, we are required 1o choose accounting principles and methods that are appro-
priate to the company’s circumstances, and we are required to make estimates and assumptions that affect amounts reported.
Fulfilling this responsibility requires the preparation and presentation of our consolidated financial statements in accordance with
generally accepted accounting principles in Canada with a reconciliation to generally accepted accounting principles in the US.

We also have respongibility for the preparation and fair presentatioh of other financial information in this repert and to ensure
the consistency, of this information with the financial statements.

We are responsibie for the development and implementation of internal controls over the financial reporting process. These
controls are designed to provide reasonable assurance that relevant and reliable financial information is produced. To gather and
control financial data, we have established accounting and reporting systems supported by internal controls over financial report-
ing and an internal audit program. We believe that our internal controls over financial reporting provide reasonable assurance that
our assets are safeguarded against loss from unauthorized use or disposition, that receipts and expenditures of the company are
made only in accordance with authorization of management and directors of the company,:and that our records are reliable for
preparing our consolidated financial statements and other financial information in accordance with applicable generally accepted
accounting principles and in accordance with applicable securities rules and regulations. All internal control systems, no matter
how well designed, have inherent limitations. Therefore, even those systems determined to be effective can prowde only reason-

able assurance with respect to financial statement preparation and presentation.

We have established disclosure controls and procedures, internal controls over financial reporting and corporate-wide policies
to ensure that Nexen's consolidated financial position, results of operations and cash flows are presented fairly. Our disclosure
controls and procedures are designed to ensure timely disclosure and communication of all materiat information reguired by
regulators. We oversee, with assistance from our Disclosure Review Committee, these controls and procedures and all required
regulatory disclosures. - \

To ensure the integrity of our {financial statements, we carefully select and train qualified personnel. We also ensure our
organizational structure provides appropriate delegation of authority and division of responsibilities. Qur policies and procedures
are communicated throughout the organization and include a written ethics and integrity policy that applies to all employees,
including the chief executive officer, chief financial officer and chief accounting officer or controller,

Our board of directors is responsible for reviewing and approving the consolidated financial statements and for overseeing
management’s performance of its financial reporting responsibilities. Their financial statement related respansibilities are fulfilled
mainly through the Audit and Conduct Review Committee (the Audit. Committee) with assistance from the Reserves Review
Committee regarding the annual review of our crude oil and natural gas reserves and the Finance Committee regarding the
assessment and mitigation of risk. The Audit Committee is composed entirely of independent directors and includes four direc-
tors with financial expertise. The Audit Committee meets regularly with management, the internal auditors and the independent
registered Chartered Accountants to review accounting policies, financial reporting and internal control issues and 1o ensure
each party is properly discharging its responsibiiities, The Audit Committee is responsible for the appeintment and compensation
of the independent registered Chartered Accountants and also considers their independence, reviews their fees and (subject to
applicable securities laws), pre-approves their retention for any permitted non-audit services and their fee for such services. The
internal auditors and independent registered Chartered Accountants have full and unlimited access to the Audit Committee, with
or without the presence of management. |

(signedl) “Charles W. Fischer”
Prestdent and Chief Executive Officer

(signed) “Marvin F. Romanow”
Executive Vice President and Chief Financial Officer
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REPORT OF INDEPENDENT REGISTERED CHARTERED ACCOUNTANTS

To the Board of Drrectors and Shareholders of Nexen Inc.. |

We have aud|tedrthe accompanying consolidated balance sheets of Nexen Inc. and subsidiaries {the “Company“} as of
December 31, 2006 and 2005 and the consolidated statements of income, cash flows and shareholders’ equity for each of the
three years in the perlod ended December 31, 2006. These fmanclal statements are the responsibility of the Company’s manage-
ment. Our responsibility is t& express an opinion on these flnanC|a| statements based on our audits.

We conducted. our audits in accordance with Canadian generally accepted auditing standards and the standards of the Public
Company Accountmg QOversight Board (United States), These standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit includes examining, on
a test baS|s evidence supporting the amounts and disclosures i |n the financial statements. An audrt also includes assessing the
accountlng principles used and significant estimates made by management as well as evaluating the overall financial statement
presentatlon. We believe thatiour audits provide a reasonable basis for our opinion.

In oUr opinion, such consolidated financial statements preseht fairly, in all material respects, the financial position of Nexen
Inc. and subsidiaries as of December 31, 2006 and 2005 and the results of their operations and their cash flows for each of the
three years in the perrod ended December 31, 2006 in conformlty with Canadian generally accepted accountlng principles.

We have also audited, in accordance with the standards of the Pubiic Company Accounting Over5|ght Board {United States)
the effectiveness of the Company’s internal control over financial reporting as of December 31, 2008, based on the criteria
established in Internal Control—lntegrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission and our report dated February 9, 2007 expressed|an ungualified opinicn on management’s assessment of the

effectrveness of the Companys internal contro over financial reportrng and an unqualified opinion on the effectiveness of the
Company’s internal control over flnanC|aI reporting.

' L
| _ ‘ !

Calgary, Canada - j _ ll {signed) "Deloitte & Touche LLP"
February 9, 2007

\ v Independent Registered Chartered Accountants
| '

COMMENTS BY INDEPENDENT REGISTERED CHA'RTERED; ACCOUNTANTS ON CANADA-UNITED STATES OF
AMERICA REPORTING DIFFERENCE |

i

The standards of the Public Company Accounting Oversight Board {(United States) require the addition of an explanatory
paragraph} when there are changes in accounting pnncrples that have a material effect on the comparability of the Company’s
financial statements, such as the change described in Note 1(u) to the censolidated financial statements. Our report to the board
of directors and shareholders on the consclidated financial statements of the Company dated February 9, 2007, is expressed in
accordance with Canadiah reporting standards which do not require a reference to such changes in accounting principles in the
auditors’ report when‘the‘ change is properly accounted for and adequately disclosed in the financial statements.

|

' ' |

Calgary, Canada ‘

i
' (signed) “Deloitte & Touche LLP"
February 9, 2007

| independent Registered Chartered Accountants
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NEXEN INC,
-CONSOLIDATED STATEMENT OF INCOME
FOR THE THREE YEARS ENDED DECEMBER 31, 2006

. Cdn$ millians, except per share amounts 2006 2005 2004
Note 1{W) Note 1{u)
Revenuss and Other Income
Net Sales ' 3,936 3,932 2,944
Marketing and Other (Note 17) 1,450 702 713
Gain on Dilution of interest in Chemicals Business (Note 2) ' - 193 -
5,386 4,827 3,657
Expenses
Operating 955 893 722
Depreciation, Depletion, Amortization and Impairment (Note 6} 1,124 1,052 674
Transportation and Other ) ) 1,041 796 548
General and Administrative 555 809 299
Exploration f 362 250 243
Interest (Note 8) 53 97 143
4,090 3,897 2,630
. ! - _
Income from Continuing Operations before Income Taxes 1,296 930 1,027
Provision for Income Taxes (Note 18)
Current 368 339 248
Future 315 {105) 69
683 234 317
)
Net Income from Continuing Operations before Non-Controlling Interests 613 696 710
Net Income Attributable to Non-Controlling Interests 12 8 -
Net Income from Continuing Operations 601 688 710
Net Income from Discontinued Operations {Note 14} - 452 83
Net Income 601 1,140 793
Earnings Per Commeon Share from Continuing Operations ($/share)
Basic (Note 13} 2.29 2.64 2.76
Diluted (Note 13) . 2.24 2,58 272
Earnings Per Common Share ($/share)
Basic {(Note 13} 229 4.38 3.08
Diluted (Note 13} 2.24 428 3.04

See accompanying notes to Consolidated Financial Statements.
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i

Cdn$ millions, except share amounts

!

|
NEXEN INC.
. CONSOLIDATED 'lBALANCE SHEET
. o DECEMBER 31, 2006 AND 2005

]
; 2006 2005
| Note 1{u}
ASSETS| , '
Current Assets | . 1
Cash and Cash Equivalents: , 1 48
Re'sti'cted Cash and Margin Deposits ! 197 70
Accounts Receivablé (Note 4) i _“2,9§1‘ 3,151
Inventories and Supplies (Note 5) 786 504
Futiure Income Tax Assets {Note 18) . 479 -
Other T ' ' 2 67 51
Total Current Assets . ! 4,581 3,824
t . !
Property, Plant and Equipment {Note 6) 1l 11,739 9,594
Goodwill N : ! T 3w 364
Future Income Tax Assets {Note 18) i T e 410
Deferred Charges and Other Assets (Note 10) : T g | 398
) : |
TOTAL ASSETS | | 17,156 14,590 °
| | |
LIABILITIES AND SHAREHOLDERS' EQUITY o
Current Liabilities ; !
Short-Term Borrowings {Note 8) I. 158 -
Accounts Payable and Accrued Liabilities i 3879 | 3,727
Accrued Interest Payable ! T e | 55
Dividends Payable ' i : | BRRE! 13
Totlai Current Liabil[ties } { 4,105 3,795
i !
Long—Ter!m Debt (Note 8) | ! 4,673 3,687
Future Income Tax Liabilities {Note 18) ! C 2,468 ! 1,955
Asset Retirement Obligations (Note $) | i _i“ :v (EE_3 ) 590
Deferred Credits and Other Liabilities {Note 11} ! 516 479
Nan-Controlling Interests (Note 2) i 75 88
Shareholders’ Equity (Note 12) , T
Commen Shares, no par value I‘
Authorized: Unlimited E
Qutstanding: 2006-—262,513,206 shares i
2005—261,140,571 shares i 821 732
Contributed Surplus - gl 2
Retained Earnings | T 3972 | 3,423
Cumulative Foreign Currency Translation Adjustment ; (1(‘57) ‘ (161}
Total Shareholders’ Equity . 4,636 3,99
Commitmients, Contingeﬁc:ies and Guarantees {Notes 15 and 18) !
TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY 1 17.156 14,590

| . i
See accompanying notes to Colnso.'."da!ed Financial Staternents.
| ] ‘
t .
Approved on behalf of the Board:
I !

{signed) “Charles W. Fischier”
Director |

(signed) "Thomas C.
Director

O'Neill”

- i
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NEXEN INC.

CONSOLIDATED STATEMENT OF CASH FLOWS
- FOR THE THREE YEARS ENDED DECEMBER 31, 2006

b

Cdn$ millions 2006 2005 2004
Note ¥{u} Note 1{w)
QOperating Activities \ )
Net Income from Continuing Operations 601 688 719
Net Income from Discontinued Operations - 452 83
Charges and Credits to Income not Involving Cash (Note 19) 629 1,081 906
Exploration Expense 362 250 243
Changes in Non-Cash Working Capital (Note 19) {177) {195) (122)
Other @ (133) (214)
2,374 2,143 1,606
Financing Activities
Proceeds from Long-Term Netes and Debentures (Note 8 - 1,253 1,779
Repayment of Long-Term Notes and Debentures (Note 8} (93) (1,818) (300}
Proceeds from (Repayment of) Term Credit Facilities, Net 1,044 (66) 83
Proceeds from (Repayment of) Short-Term Borrowings, Net 160 (99) 101
Redemption of Preferred Securities - - (289)
Dividends on Common Shares {52) (52) (52)
Issue of Commeon Shares and Exercise of Options for Shares 48 58 124
Net Proceeds from Canexus Initial Public Offering (Note 2) - 301 -
Proceeds from Term Credit Facilities of Canexus, Net (Notes 2 and 8) 2 176 -
Other {28) 27) {20}
1,081 (274) 1,426
Investing Activities
Business Acquisitions, Net of Cash Acquired (Note 3} (78) - (2,583)
Capital Expenditures :
Exploration and Development (3,198) (2,564) (1,582)
Proved Property Acquisitions {13) (20) {4)
Chemicals, Corporate and Other (119) (54) (95)
Proceeds on Disposition of Assets 27 911 34
Changes in Non-Cash Working Capital (Note 19} 134 (59) 244
Changes in Restricted Cash and Margin Deposits (127) (70) -
Other {14) (13) 27
(3,388) {1,864) (4,013}
Effect of Exchange Rate Changes on Cash and Cash Equivalents {14) (30) (33}
Increase {Decrease) in Cash and Cash Equivalents 53 (25) (1,014}
Cash and Cash Equivalents—Beginning of Year - 48 73 1,087
Cash ar|1d Cash Equivalents—End of Year 101 48 73

See accompanying notes to Consolidated Financial Statements.
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NEXEN INC.

COi\ISOIiIDATE_D STATEMENT OF SHAREHOLDERS'"EQUITY

;
 comsor
I

¥

'i_:OR THE THREE YEARS ENDED DECEMBER 31, 2006

\
Cen$ millions | ? : _ 2006 2005 2004
li | a ' Note 1{u} Note 1{u)
Common Shares (Note 12) | ‘, t :

Balance at Beginning of Year : ' 732 637 i 513
Issue of Common Shares, ! 32 29 £
Proceeds from Options Exercised for Shares i 16 29 93
Accrued Liability Relating to Opticns Exercised | 41 37 -

Balance at End of Year | ; | 821 732 637

! T | ~
Contributed Surplus i '

Balance at Beginning of Year L ' 2 - 1
Stock-Based Compensation Expense {Note 12) 2 2 , 2
Modification of Stock Obtion Plan to Tandem Option Plan {Note 12) [ - - (3)

Balance at End of Year | | : | i 4 2 -

| a8 | - ‘ ' '
Retained Earnings 'y ! f

Balance at Béginning of Yearl r 3,423 2,335 1,594
Net income b ; ' | 601 1,140 793
Dividends on Common Shares | ! i (52} (52) (52}

Balance at End of Year ! | ! 3,972 | 3,323 2,335
| o |
Cumulative Foreign Currency Translation Adjustment i '
Balance at Beginning of Yeaf ; ' . {161} {105) (33)
Translation Adjustment, Net of Income Taxes l - {56) (72)
Balance at End of Year || | = | | (161) ) {161) {105)

‘ 1 - ’
See accompanying notes to Consolidated Financial Statements.
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NEXEN INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Cdn$ millions, except as noted

1. ACCOUNTING POLICIES .

Our Consolidated Financial Statements are prepared in accordance with Canadian Generally Accepted Accounting Principles
{GAAP). The impact of significant differences between Canadian and United States (US) GAAP on the Consolidated Financial
Statements is disclosed in Note 21.

{a) Use of estimates ~ .

We make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the Consolidated Financial Statements, and revenues and expenses during the reporting périod. Qur
management reviews these estimates, including those related to accruals, litigation, environmental and asset retirement obli-
gations, income taxes, derivative contract assets and liabilities and the determination of proved reserves on an ongoing basis.
Changes in facts and circumstances may result in revised estimates, and actual results may differ {rom these estimates, =

(b) Principles of consolidation _

The Consolidated Financial Statements include the accounts of Nexen Inc. and our subsidiary companies (Nexen, we or our).
All subsidiary companies, with the exception of Canexus LP (see Note 2) and its subsidiaries, are wholly owned and intercompany
accounts and transactions have been eliminated. On August 18, 2005, we sold our chemicals operations to Canexus LP, but
retained control of these operations through our 61.4% interest in Canexus LP. All of the assets, liabilities and results of opera-
tions of Canexus LP and its subsidiaries have been included in our consolidated financial statements. The non-Nexen ownership
interests in Canexus LP and its subsidiaries are shown as non-controlling interests. We proportionately consolidate our undivided
interests in our oil and gas exploration, development and production activities conducted under joint venture arrangements. We
also proportionately consolidate our 7.23% undivided interest in the Syncrude joint venture, which is considered a mining activity
under US regulations. While the joint ventures under which these activities are carried out do not comprise distinct legat entities,
they are operating entities, the significant operating policies of which are, by contractual arrangement, jointly controlled by all
working interest parties.
(c) Accounts receivable A

Accounts receivable are recorded based on our revenue recognition poticy (see Note 1(j}). Our allowance for doubtful accounts
provides for specific doubtful receivables.

(d) Inventories and supplies

Inventories and supplies for our il and gas, marketing and chemicals operations are stated at the lower of cost and net realiz-
able value. Cost is determined on the first-in, first-out method or average basis. Inventory costs include expenditures and other
costs, including depreciation, depletion and amortization, directly or indirectly incurred in bringing the inventory to its existing
condition.

{e) Property, plant and equipment (PP&E)

Property, plant and equipment is recorded at cost and includes only recoverable costs that directly result in an identifiable
future benefit. Unrecoverable costs, maintenance and turnaround costs are expensed as incurred. Improvements that increase
capacity or extend the useful lives of the related assets are capitalized to PP&E.

We follow successful efforts accounting for our il and gas business. All property acquisition costs are initially capitalized to
PP&E as unproved property costs. Once proved reserves are discovered, the acquisition costs are reclassified to proved property
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acquisition ¢osts. Exploration dnllmg costs are capitalized pending evaluation as io whether sufficient quantities of reserves have
been found to,justify commerC|al productlon If commercial quantities,of reserves are not found, exploration dnlllng Costs are
expensed, All exploratory wells are evaluated for commercial viability on a regular ba5|s following completion of drilling. Exploratlon
drilling costs remain cap:tallzed when'a well has found a suffroent quantlty of reserves 1o justify its completion as a producing well
and sufficient progress is belngl made to assess the reserves and the economic and operatrng viahility of the well, All other explara-
tion costs, mcludlng geologlcal and geophy5|cal and annual (ease rentals, are expensed to earnings as incurred. All development
costs are capltahzed as proved property costs. General and admlnlstratlve costs that dlrectly relate to acquisition, exploratlon and
development actlvmes are capltallzed to PP&E.

PP&E for 0ur Syncrude operatlon is recorded at'cost and includes only recoverable costs that directly result in an identifiable
future benefit. Unrecoverable costs rnalntenance and turnaround costs are expensed as incurred. Improvements that increase
capacity or extend the usefu||||ve5 of the related assets are capitalized to PP&E. ,

We engage in research and development activities to devetop or improve processes and techniques to extract oil and gas.
Research involves mvestrgatrng new knowledge Development involves translating that knowledge into a new technology or
process. Research costs are expensed as incurred. Development costs are deferred once technical feasibility is established, and we
intend to proceed with development We defer these costs in PP&E until the commencement of commercial operations or produc-
tion. Otherwise, development €osts are expensed as incurred. Developrrlent costs include pre-operating revenues and costs.

| : l ! !
) Deprecaatlon, depletlon, amortlzatlon and |rnpa|rment (DD&A)

Under successful efforis accountlng we deplete oil and gas capltahzed costs using the unit-of-production method.
Development and exploratlon drllllng and equipping costs are depleted over remalnlng proved developed reserves and proved

t

property acqwsmon costs over remaining proved reserves. Depletlon is con5|dered a cost of inventory when the oil and gas is
produced. When this |nventory is sold, the depletion is charged to DDBA expense.

Our Syncrude PPRE is depleted using the unit-of- productlonlmethod Capitalized costs are depleted over proved and probable
reserves within developed areas of lnt:erest ‘

We depreoate other plant and eqmpment costs, including our chemicals facilities, using the straight-line method based on the
estimated useful lives of the assets which range from 3 years to 30 years. Unproved property costs and major projects that are
under construction or development are not depreciated, depleted or amortized.

We evaluate the carrylng value of our PP&E whenever events or conditions occur that indicate that the carrying vatue of
properties on our balance sheet may lnot be recoverable from future cash flows. These events or conditions oceur penodtcally If
carrying value exceeds the sum of undlscounted future cash flows, the property’s value is impaired. The property is then, assrgned
a fair value equal to its estlmated total future cash flows, discounted for the time value of money, and we expense the excess car-
rying value to depreoatlon depletlon amortization and impairment. Orlr cash flow estimates require assumptions about future
commaodity pnces operating costs and other factors. Actual results can ‘dlffer from these estimates.

In assessing|the carrying values of our unproved properties, we take into account our future plans for these properties, the

remaining terms of the Ieases and any other factors that may be indicators of potential impairment.
o - '

{g) Carried mterest . l l l
We conduct certain international operations jointly with foreign governments in accordance with production shanng agree-
ments pursuant to which proved seserves are recognized using the economic interest method. Under these agreements, we pay
both our share and the governments share of operating and capltal costs. We recover the government’s share of these costs from
future revenues!or productlon ‘over several years. The governments share of operating costs are recorded in operatlng expense
when incurred and capital costs are recorded in PP&E and expensed to DD&A |n the year recovered All recoveries are recorded
as revenue in the year of recovery l *

l
!
|
|
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(h) Asset retirement obligations

We provide for future asset retirement obligations on our resource properties, facilities, production platforms, pipelines and
chemicals facilities based on estimates established by current legislation and industry practices. The asset retirement obligation is
initially measured at fair value and capitalized to PP&E as an asset retirement cost. The asset retirament obligation accretes until
the time the retirement obligation is expected to settle, while the asset retirement cost is amortized over the usefu! life of the
underlying PP&E, We periadically review our estimates for changes in expected amounts or timing of cash flows.

The amortization of the asset retirement cost and the accretion of the asset retirement obligation are included in deprecia-
tion, depletion, amortization and impairment. Actual retirement costs are recorded against the obligation when incurred. Any
difference between the recorded asset retirement obligation and the actual retirement costs incurred is recorded as a gain or loss
in the period of settlement.

(i) Goodwill

Goodwill is recorded at cost and is not amortized. We test goodwill for impairment annually based on estimated future cash
flows of the reporting unit to which the goodwill is attributable. In addition, we test goodwill for impairment whenever an event
or circumstance occurs that may reduce the fair value of a reporting unit below iis carrying amount. If our goodwill is impaired,
we write it down to its implied fair value, based on the fair value of the assets and liabilities of the underlying reporting unit. Our
goodwill is attributable to our marketing and UK reporting units.
{i) Revenue recognition
Crude Qil and Natural Gas

Revenue from the producticn of crude oil and natural gas is recognized when title passes to the customer. in Canada, the US
and the UK, éur customers primarily take title when the crude oil and natural gas reaches the end of the pipefine. For our other
international operations, our customers take title when the crude oil is loaded onto the tanker. When we produce or sell more
or less oil or natural gas than our share, production overlifts and underlifts occur. We record overlifts as liabilities and underlifts
as assets. We settle these over time as liftings are equalized or in cash when preduction ends.

Revenue represents Nexen’s share and is recorded net of royalty payments to governments and other mineral interest owners.
For our international operations, all government interests, except for income taxes, are considered royalty payments. Qur revenue
also includes the recovery of costs paid on behalf of foreign governments in international locations. See Note 1{g).

Chemicals

" Revenue from our chemicals operations is only recognized when our products are delivered to our customers. Delivery only
takes place when we have a sales contract in place specifying delivery volumes and sales prices. We assess customer credit wor-
thiness before entering into sales contracts to minimize collection risk. '

Marketing

Substantlially all of the physical purchase and sales contracts entered into by our marketing operation are considered to be
derivative instruments. Accordingly, financial and physical commaodity contracts (collectively derivative instruments) held by our
marketing operation are stated at fair value on the balance sheet unless the requirements for hedge accounting are met (see Note
1{n)). We record any change in fair value as a gain or loss in marketing and other.

Any margin realized by our marketing operation on the sale of our proprietary oil and gas production is included in marketing
and other. Sales of our proprietary production are recorded ai monthly market-based prices and intercompany profits and losses

between segmenis are eliminated. We assess customer credit worthiness before entering into contracts ana provide for netting —,

terms to minimize collection risk. Amounts are recorded on a net basis where we have the legal right of offset.
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(k) Income taxes| ' .

We follow the Ilabrllty method of accounting for income taxes {see Note 18). This method recognizes mcome tax assets and
|tabI|ITt€|=.'S at current rates based on temporary dlfferences in reported amounts for financial statement and tax purposes. The
effect of a change |n’|ncome tax rates on future income tax assets and future income tax liabilities is recogmzed in income when
substantlvely enacted. || |

{
Weldo not prowde for forergn withholding taxes on the undlstnbuted earnings of our foreign subsrdlanes as we intend to
A ~ invest such earnings rndeflnltely in foreign operatlons '

| : | l { ‘ ]
() Fore|gn currency translatlon ' . ' _l .

Ourlforelgn operatlons which are considered ftnancnally and operationally independent, are translated from their functional
|
currency into Canadtan dollars as follows: g

I assets and Ilabllrtles using exchange rates at the balance sheet dates; and L IR
| revenues and expenses usrng average exchange rates throughout the year.

Galns and losses resultlng from this translation are included i in the cumulative foreign currency translation adjustment in share-
holders’ Iequrty Monetary balalnces denominated in a currency other than a functional currency are translated |nto the functional
currency using exchange rates at the balance sheet dates. Gains and losses. ansrng from this translation, except on our designated
Us- dollar debt, are mcluded ln income. We have desngnated our US dollar debt as a hedge against our net investment in US-dol-
lar based seif- sustarnrng forergn operations. Gains and losses resultlng from the translation-of the designated US-dollar debt are
included in the cumulatrve forergn currency transation adjustrnent in shareholders’ equity. If our US-dollar debt net of income

iR

taxes, exceeds our Us- dollar |nvestment in foreign operations, then the gains or losses attributable to such excess are included in
rnarketrng and other i |n the Consohdated Statement of Income. b

1

Nexen

l | l
{m) Capltallzed mterest I . .
We capitalize |nterest on ITIBJOI' development projects until the project is substantially complete using the weighted-
average interest rate on'all of our borrowings. Capitalized interest cannot éxceed the actual interest incurred.
l I . :
{n) Derlvatrve mstruments : ' '
Non—Tradmg Actrwtles‘ r ' .

We use derivative lnstruments such as physical purchase and sales contracts, forwards, futures, swaps and optlons for non-
trading purposes to manage fluctuations in commeodity prices, forelgn currency exchange rates and interest rates (see Note 7).
We record these |nstrurnents at,fair value at the balance sheet date and record any change in fair value as a net’ galn or loss in
marketlng and other dunng the period of change unless the requwements for hedge accounting are met. Hedge accounting is
used when there is a high degree of carrelation between price moverments in the derivative instryments and the rterns designated
as being hedged Nexen formally documents all hedges and the risk management objectwes at the inception of the hedge. We
recognize galns and Iosses on the derivative instruments desrgnated as hedges in the same period as the gains or losses on the

e i A

hedged |tEms are recogmzed If effectwe correlation ceases, hedge accountlng is terminated, and future changes in the market |

value of the derivative instrument are included as gains or 'losses in marketlng and other in the period of change. |

[ A l , |

Trading Actw|t|es h : : ‘
Qur marketing operatlon uses derivative instruments for marketing and trading crude oil and natural gas mcludrng

I commodity contracts settled with physical delivery;

N exchange -traded futures and optrons and r b ‘

1 non- exchange traded forwards swaps and options. p

We record these rnstruments at fair value at the balance sheet date and record changes in fair value as net gams or losses

[
in marketing and other durrng the period of change. The fair value of these instruments is recorded as accounts. recelvable or
l 1 :
I

L
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payable if we anticipate settling the instruments within a year of the balance sheet date. If we anticipate settling the instruments
beyond 12 months, we record them as deferred charges and other assets or deferred credits and other liabilities.
(o) Employee future benefits !

The cost of pension benefits earned by employees in our defined benefit pension plans is actuarially determined using the
projected-benefit method prorated on service and our best estimate of the plans’ investment performance, salary escalations and
retirement ages of employees. To calculate the plans’ expected returns, assets are measured at fair value. Past service costs arising
from plan amendments, and net actuarial gains and losses that exceed 10% of the greater of the accrued benefit obligation and
the fair value of plan assets, are expensed in equal amounts over the expected average remaining service life of the employee
group. We measure the plan-assets and the accrued benefit obligation on October 31 each year.

{p) Stock-based compensation

In 2003, we adopted the fair-value method of accounting for stock options granted to employees and directors. We recorded
§tock-based compensation expense in the Consolidated Statement of Income as general and administrative expenses for all
options granted on or after January 1, 2003, with a corresponding increase to contributed surplus. Compensation expense for
OptEOLnS granted was based on estimated fair values at the time of grant and we recognized the expense over the vesting period
of the option. .

In May 2004, we modified our stock option plan to a tandem option plan by including a cash feature. The tandem options
give the holders a right to either purchase common shares at the exercise price or to receive cash payments equal to the excess
of the market value of the common shares over the exercise price. As a result of the modification, we record obligations for the
tandem options using the intrfnsic-value method of accounting and recognize compensation expense. Obligations are accrued on
a graded vesting basis and represent the difference between the market value of our common shares and the exercise price of
the options. The obligations are revalued each reporting period based on the change in the market value of our common shares
and the number of graded vested options outstanding. We reduce the liability when the options are surrendered for cash. When
the options are exercised for stock, the recorded liability amount is transferred to share capital.

Stock options awarded to our US employees between December 1, 2004 and December 1, 2005 do not include a cash feature
and are not accounted for as tandem options. Instead, we account for these options using the fair-value method. Compensation
expense is based on estimated fair values at the time of grant and is recognized over the vesting period of the options. The
expense is included as general and administrative expense with a corresponding increase to contributed surplus. Stock options
awarded to our US employees after December 1, 2005 are accounted for as tandem options. }

We provide stock appreciation rights to employees as described in Note 12, and we account for these on the same basis as our
tandem options, Obligations are accrued as compensation expense over the graded vesting period of the stock apprectation rights.

| i
(q) Cash and cash equivalents

Cash and cash eguivalents include short-term, highly liquid investments that mature within three months of their purchase.

They are recorded at cost, which approximatés market value.

{r) Restricted cash and margin deposits
Restricted cash includes margin deposits relating to our exchange-traded derivative contracts and other cash halances subject
to regulatory restrictions.

(s} Leases

We classify leases entered into as either capital or operating leases. Leases that transfer substantially all of the benefits and
risks of ownership to us are accounted for as capital leases and the related assets are included with PP&E. These assets are depre-
ciated on the same basis as other PP&E. Rental payments under operating leases are expensed as incurred.

uaxanN

95




I

Financial Statements and Supplementary Data | Notes to Financial Statements

RU
[ |
I

96

Nexen Inc.

. ¢ , ) : ' ' !
| o | : l
{t) Transportation ' :

We pay to transport the crude oil, natural gas and chemrcals products that we market, and then bill our customers for the
transportation. This transportatlon is presented in our Consolldated FrnanClal Statements as a cost to us and is recorded as
transportation and other. Our marketing operation has received cash payments in exchange for assuming certain transportatron
obligations from third partles These cash payments have been recorded as deferred liabilities and are recognized in net income
as the transportation is used | '
| Vo

{u) Changes in accourltmg prmcnples ' '

Stock-Based Compensatron for Employees Eligible to Retlre Before the Vestrng Date

In the fourth quarter of 2006 W|e retroactively adopted EIC- 162, S:‘ock Based Compensation for Employees Eligible to Retire
Before the Vestrng Date (EIC:162). EIC 162 provides that if arlt employbe is eligible to retire on the grant date of a stock based
award, related compensatlon expense is recognized in fufl at that date as there is no ongoing service requirement to earn the
award. In addition, if an employee hecomes eligible to retlre during the vesting period, related compensation expense is rec-
ognized over the period from the g;rant date to the retirement eirgrb:llty date on a graded vesting basis. Prior to the adoption
of EIC-162, we did not consider the retirement dates of our employees in the determination of our stock-based compensation
expense. EIC- 162 is effectrve for mtenm and annual periods endlng on or after December 31, 2006 and is to be adopted on a
retroactive basrs For the yea:r ended December 31, 2006, the impact of adopting EiC-162 decreased general and administra-
tive expense by %9 million, rncreased provision for future income taxes by $3 million, increased net income by $6 million, and
increased baslc| and diluted earnmgslper share by $0. 02/share. For the!year ended December 31, 2005, the impact of adopting
EIC-162 increased general and admlnrstratrve expense by $17 million, decreased pravision for future income taxes by $5 million,
reduced net income by $12 mrllron and reduced basic and dlluted earmngs per share by $0.05/share. The impact on the year
ended December 31, 2004 was |mmatertal

I l ‘ .E
2. CANEXUS INCOME FUND j ' 5 ‘

In June 2005, our board ot directors approved a plan to monetize our chemicals operations through the creation of an income
trust and the |ss!uance of trust units injan initial public offering. This mrtlal public offering closed on August 18, 2005, wrth Canexus
Income Fund (Canexus) |ssurng 30 million units at a price of $10 per unit for gross proceeds of $300 million ($284 million, net of
underwriters” commissions). - ! . :

Concurrentiwith the closrng of the offering, Canexus acquired a 36.5% interest in Canexus Limited Partnership (Canexus LP)
using the net proceeds from the initial; publlc offering. Canexus LP acqurred Nexen’s chemicals business for approximately $1 billion,
comprised of tde net oroceeds from Canexus initia! public offerlng and 5200 million (US$167 million) of bank debt, plus the issu-
ance of 52.3 mlllron exchangeable Ilmrted partnership units (Exchangeable LP Units) of Canexus LP. At that time, the Exchangeable
LP Units held by Nexen represented a 63.5% interest in Canexus LP.

The Exchangeable LP Unrts held by Nexen are exchangeable on a one-for-one basis for trust units of Canexus. As a result,
the Exchangeable LP Units owned by Nexen were exchangeable into 52.3 mrllron trust units which represented 63. S% of the
outstanding trust units of Canexus assumlng exchange of the Exchangeable LP Units.

On September 16, 2005, the underwrrters of the intial publlc offering exercised a portion of their over-aliotment optlon to
purchase 1.75 m|II|on trust unrts at $1 0 per unit for gross proceeds of $18 million {317 million, net of underwriters’ commissions).
As a result, Nexen exchanged l 75 mrlllon of its Exchanggable LP Units for $17 million in net proceads. After this exchange Nexen
has a 61.4% interest in Canexus LP represented by 50.5 million Exchangeable LP Units. The initial public offering, together with
the exercise of the over- allotment resulted in total net proceeds to Nexen of 5301 million.

These transactrons drluted our mterest in our chemicals operations. As a result of this dilution, we recorded a gain, lof $193
million during the third quarter of 2005

We have the right to nomrnate a majorrty of the members of the board of Canexus Limited, the corporation with responsrbrlrty
for the strategic management and operatlonal decisions of Canexus and Canexus LP Nexen currently has nominated two repre-

|
sentatives to the 10-member b{oard of Canexus lelted Since we have retained effective control of our chemicals business, the
|

oy
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results, assets and habilities of this business have been included in these financial statements. The.non-Nexen ownership interests
in our chemicals business are shown as non-controlling interests.
During the year $28 million {2005 - $10 million) of distributions were paid to non-Nexen ownership interests.

3. BUSINESS ACQUISITIONS

in 2006, we completed minor business acquisitions related to our marketing group for $78 million, net of cash acquired.
These acquisitions were accounted forusing the purchase method of accounting. The assets and liabilities purchased were primar-
ily working capital and we recorded goodwill of $12 million as a result of the acquisitions. /

On December 1, 2004, we acquired 100% of the issued and outstanding share capital of EnCana (UK} Limited {(EnCana UK)
from EnCana Corporation (EnCana) for cash consideration of US$2.1 billion, subject to certain adjustments. EnCana UK held all
of EnCana’s offsf;ore oil and gas assets in the North Sea. We acquired EnCana UK to establish a strategic presence in the North

. Sea by acquiring operatorship of the Buzzard field development and operatorship oi the producing Scott and Telford fields. The

acquisition-also gave us access to interests in several satellite discoveries and more than 700,000 net undeveloped exploration
acres. In addition, weacquired the management and technical teams that found and are developing the Buzzard discovery.
Goodwill paid was attributable to the established North Sea presence acquired and the knowledge and business relationships
acquired through the management team and employees of EnCana UK.

The acquisition has been accounted for using the purchase method, and the results of EnCana UK have been consolidated
with the results of Nexen from December 1, 2004. The following table shows the allocation of the purchase price based on the
estimated fair values of the assets and liabilities acquired:

Purchase Price, Net of Cash Acquired:

Cash Paid ' ' 2,561
Transaction Costs ’ . s 22
Total Purchase Price ) ) 2,583

Purchase Price Allocated as follows: ' -

Atcounts Receivable 310
Inventories and Supplies 1
Other Current Assets 2
Property, Plant and Equipment ) 3,395
Future Income Tax Assets 239
Goodwill ' 334
Deferred Charges and Other Assets 12
Accounts Payable and Accrued Liabilities (289)
Asset Retirement Obligations {134)
Future Income Tax Liabilities (1,284}
Deferred Credits and Other Liabilities {13}
Total Purchase Price Allocated : 2,583
MNate:

1 The amount of goodwill deductible for tax purposes is nil

The unaudited pro forma results for the year ended December 31, 2004 are shown below as if the ac:quisition had occurred
. 4
on fanuary 1, 2004. Pro forma results are not necessarily indicative of actual results or future performance.

) _ ) 2004
Revenues 4,258
Net Income 841
Earnings Per Commoen Share—Basic ($/share) ' 3.27

Earnings Per Commeon Share—Diluted ($/share} ! 3.23
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4. ;ACCOUNTS RECE“{ABLE
b
| | '
' :

2006 2005
Trade ‘ ' i )
Marketing ' i ! 2,226 2,400
Oil and Gas 3 f i ) 600 614
Chemicals and Other. ' i N " s 48
' K i 2,884 3,062
Non-Trade o : o E_ 96
| . 1 I 2964 | 3,158
Allowance for Doubtful Receivables | {13) 7
: T |
Total Accounts Receivable | 2,951 3,151
’ ! .
! N . |
5. |zNVENT0R|ESIAND SUPPLIES ]
| b ! 1 l
j R 'I 2006 2005
Finished Products 7
Marketing Y ! { 609 320
Oil and Gas ! R 1
Chemicals and Other ! : - 1 15
i i , i . *”674:14 346
Work in Process ) 5 6
Field Supplies ! 137 152
- ; [
I
Total ln:ventories and Sl.llpplieis . | 786 504
| . |
6. PROPERTY, PLANT AND EQUIPMENT |
! T |
' : 2006 2005
' : l Accumulated Net Book Accumulated Net Book
| " . Cost DD&A Value Cost DD&A Value
Gil and ?as . . ]
Yemenl : 719 o 29_9 o _1§0_4 833 546 287
Yemen—Carried Interest 1,625 1,529 9% 1,410 1,295 115
Canada 5216 1,448 3,768 3,631 1311 2320
United States K ‘ 2889 1445 1444 2,437 1159 1,278
United Kingdom : T Tano a32 | a8 4,013 216 3,797
Other Countries " ' e T T T T T T 249 BERE! 130
“ i 15,468 L 15,53'1_ . ?,_9_37 12,573 4,646 7,927
Marketing | 226 47 179 177 72 105
Syncrude ‘ 1308 i ﬁiﬁ_’ s ) 1,240 17 1,069
Chemical§ . __§51 i 449_4___ 359-4 827 456 INn
Corporate and Other 286 148 138 245 123 122
Total PP&E Ty 18,138 6,399 11,739 15,062 5,468 9,594

l
|
i

The above table iricludes capitalized costs of $6,708 millioﬁ (2005—3$5,211 million} relating to unproved properties and
projects t:mder construction or 'development, These costs are not:being’depreciated, depleted or amortized. These costs include
$2,399 million related to our Buzzard project in the North Sea thét began operations in January 2007.
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Our Syncrude operations are considered a mining operation for US reporting purposes. PP&E at December 31, 2006 and 2005
includes mineral rights of $6 million.

Depreciation, Depletion, Amortization and Impairment (DD&A)

Cur 2006 DD&A expense includes $93 million of impairment expense, primarily refated to two natural gas producing proper-
ties in the Gulf of Mexico. The impairment was caused by unsuccessful development programs and negative year-end reserve
revisions. The carrying values of theAimpaired properties have been reduced to their estimated fair value. In addition, our 2006
DD&A expense includes $15 million {2005 - $58 millibn) relating to the write down of a portion of our purchase price allocation
to unproved properties purchased in the North Sea as a result of unsuccessful exploration activities,

Research and Development

We incurred $53 million (2005—%54 million) in connection with research and development activities related to developing
new technologies for increasing oil recoveries. Research costs of $50 million (2005—$44 million) were included in other expense
on the Consclidated Statement of Income. The development costs have been deferred and are included in PP&E.

) 2006 2005

Development Costs Deferred, Beginning of Year 25 15
Deferred in the Year 3 10
Amortized in the Year : - -
Development Costs Deferred, End of Year ) . 28 | 25

-

Suspended Well Costs
Thé following table shows the changes in capitalized exploratory well costs during the years ended December 31, 2006 and
2005, and does not include amounts that were initially capitalized and subsequently expensed in the same period.

2006 2005

Balance at Beginning of Year 252 116
Additions to Capitalized Exploratory Well Costs Pending the Determination of Proved Reserves 129 174
Capitalized Exploratory Well Costs Charged to Expense (70) 27}
Transfers to Wells, Facilities and Equipment Based on Determination of Proved Reserves (84) (3)
Effects of Foreign Exchange {1 (8)
Balance at End of Year 226 | 252

The following table provides an aging of capitalized exploratory well costs based on the date drilling was completed and
shaws the number of projects for which exploratory well costs have been capitalized for a period greater than one year after the

completion of drilling.

2006

2005

Capitalized for a Period of One Year or Less s 179 165
*Capitalized for a Period of Gréater than One Year 47 87
Balance at End of Year 226 252
Number of Projects that have Exploratory Well Costs Capitalized for a Period Greater than One Year 4 3

As at December 31, 2006, we have exploratory costs that have been capitalized for more than one year relating to our inter-
est in an exploratory block, offshore Nigeria ($14 million), our interest in an exploratory block in th{e Gulf of Mexico ($16 million),
our coalbed methane exploratory activities in Canada ($10 million) and an exploratory block in the North Sea ($7 million). Our
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capitafized costs| in Nigeria |nclude capltal spending for four successful wells. Development plans are currently being preparad for
this area. We have capltalrzed costs related to successful wells, drllled in the Gulf of Mexico and the North Sea. In Car%ada we
have capltalrzed exploratory coists relatmg to our coalbed methane projects. We are assessrng all of these wells and prorects and
we are workrng with our partners to prepare development plans '
y Lo . , |
7. DERIVATIVE INSTRUMENTS ‘AND FINANCIAL RISK-MANA(IEEMENT
(a) Carrying;value and estlmated fair value of derivative and financial instruments
The carrylng 'values, fair values and unrecognized gains or Iosses on our outstanding derivatives and Iong -term frnancral assets
and liabilities at|December 31,are
[ j!
[ |

i . . ) i
| :
! ‘ 2006 ;

i s

| N

i \

: 2005 .
I | Carrying . v Unrecognized Carrying Unrecognized
I \ l Value . Fair Value Glain {Loss) Value Fair Value Gain {Loss)
Commodity Pric:e Risk ! | i ' | i
Non-Trading Activities i ‘ . .
Crude Oil PLt Options ol 19 L ; - 4 4 -
Fixed-Price Natural Gas Contracts 96) e - (175) (175) N
Natural Gas Swaps s {8) h(‘B-)_“___l_ ° 29 29 -
Trading Activities ' J ‘ ? :
Crude Oil and Natural Gas | : __ 37n2 _.mn 4{_ - 161 161 ! -
Future Sale'of Gas Inventory - - TS :: j Y - {35) ©(35)
Foreign Currency Risk I E : M !
Non-Trading Activities ' i - - 5 - 1 14 -
Trading Activities R B 12 - | - 8 8 -
Total Derivatives I 275 300 | 25 a1 6 I )
; ! I !
Financial Assetsland Liabilities: } .
Long-Term Debt O {4,673} (4,728) ! (55) (3,687) (3,863) - {176)
| ' I

| .
The estimated fair value of aII derwatlve instruments is based on quoted market prices and, if not available, on estlmates from

I
third-party brokers or dealers. |The carrymg value of cash and cash equivalents, restricted cash, margin depcsits, amounts receiv-
able and short- tlerm obligations approxrmates thelr fair value because the |nstruments are near maturity.

X E 1

'
i

F _ , .
(b) Commodity price ris_k: management '
Non-Trading Activities | l :
We generally sell our crude oil and natural gas under short-term market-based contracis.

.
Crude oil put cjptrons ;* !

In 2006, we'!purchased WTI crude' oil put options to provrde a base ‘level of price protection without limiting our upsrde to
higher prices. These opticns establlsh an annual average WTI| floor price of US$50/bb! in 2007 on 105,000 bbls/d at a cost of $26
million. In 2004 we purchased WTI crude oil put options to manage the commedity price risk exposure of a portion of our oil
production in 2006 and 2005. These options established an annual average WTI floor price of US$38/bbl in 2006 and Us$43/bbl

in 2005 at a co:st of $144 mrllron The 2006 and 2005 WTI crude oil put options were not used and have expired. Tige 2007

)
!
1
|
1
‘ | I ‘
|
r
|
1
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WTI crude oil put options are stated at fair value and are included in deferred charges and other assets as they settle beyond 12
months from December 31, 2006. Any change in fair value is included in marketing and other on the Consolidated Statement

of Income.
‘
Notional ! Average
Volumes . Price (WTI) Fair Value
{bbls/d) Term (USS$/bl)  {Cdn$ millions)
WTI Crude Qil Put Options 105,000 2007 50 19

Fixed price natural gas contracts and natural gas swaps

In July and August 2005, we sold certain Canadian il and gas properties, and we retained fixed-price natural gas sales con-
tracts that were previously associated with those properties (see Note 14). Since these contracts are no longer used in the normal
course of our oil and gas operations, they have been included in our Consolidated Balance Sheet at fair value. Any change in fair
value is included in marketing and other in the Consolidated Statement of Income.

r

No;ional
Volumes Price Fair Value
(Gyd) Term (8/Gj)  {Cdn$ millions)
Fixed-Price Natural Gas Contracts 15,514 2007 2.46 (22}
15,514 2008-2010 2.56-2.77 {74)

(96)

Following the sale of the Canadian oil and gas properties, we entered into natural gas swaps to economically hedge our
exposure to the fixed-price natural gas contracts. Any change in fair value is included in marketing and other in the Consolidated
Statement of Income.

Notional
Volumes Price Fair Value
(Gd) Term - ($/G)  (Cdn$ millions)
Natural Gas Swaps 15,514 2007 7.60 ]
15,514 2008-2010 7.60 {2)

(8)

Trading Activities
Crude oil and natural gas

We enter into physical purchase and sales contracts as well as financial commodity contracts to enhance our price realizations
and lock-in our margins. The physical and financial commodity contracts {derivative contracts) are stated at market valte. The
$372 million fair value of the commodity contracts at December 31, 2006 is included in the' Consolidated Balance Sheet and any
change in fair value is included in marketing and other in the Consclidated Statement of Income.

Future sale of gas inventory
We have certain NYMEX futures contracts and swaps in place, which effectively lock-in our margins on the future sale of our
natural gas inventory in storage. We have designated, in writing, some of these derivative contracts as cash flow hedges of the

uaxap
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future sale of our storage mventory As a result, garns and losses on these designated futures contracts and swaps are recognized

in net income when the mventory in storage is sold. The principal terms of these outstanding contracis and the unrecognized

]

a|n5|at December 3|1 2006 are: | '

o

I

| " Hedged . "Average Unrecognized

| E " Volumes Prfce Gain

| h ! : . (mmbru) Month (USS/mch  (Cans mifions)
NYME;XNaturalGas F;utures ! | ' 5,580,000 January 2007 10,73 25

| a

In|late 2006, we de—de5|gnated certain futures contracts thlat had been designated as cash flow hedges of future sales of our
natural gas in storage These contracts were de-designated since it became uncertain that the future sales of natural gas would
occurfwnhrn the desrgnated time frame. As it is reasongbly possrble that the future sales may take place as designated at the
mceptron of the hedgrng relationship, gains of $65 mrllron on the futures contracts have been deferred and erI be recognized in

net income in 2007‘f|n the orrgrnally designated time frame !
l ‘

I
(<) Forengn currency exchange rate risk management
Non- Tradrng Actrvutles '

us doIIar call optlons—Canexus ' !

The operations of Canexus are exposed to changes in the US-dollar exchange rate as a portion of its sales are denominated
in US dollars. Canexus periadically purchases US-doliar call aptions to reduce this exposure to fluctuations in the Canadian-US
doIIarlexchange rate Under outstandrng option contracts at. December 31, 2006, Canexus LP had the right to seli US$5 million
monthly and purchase Canad|an dollars at an exchange rate of USSO 85 for the period August 16, 2006 to Janbary 10, 2007 and
has the right to sell US$5 mrllron monthly and purchase Canad:an dollars at an exchange rate of US$0.87 for the period January
10, 2007 to July 11, 2007 The fair value of these contracts at IDecember 31, 2006 was immaterial and changes in fair value are
included in marketrn‘g and other in the Consolidated Statement of Income. '

) i

r | +

Foreign currency swap f ‘

We occasronaily use denvatrve instruments to effectlvely convert cash flows from Canadian to, US dollars and vice versa.
During the year, we held a foretgn currency denvatwe instrument that obligated us and the counterparty to exchange principal
and interest amounts ln Novernber 2006, we paid US$37 million and received Cdn$50 million to settle the foreign currency swap
{see Ntlzte 8). The change in falr value was included in marketrnlg and other in the Consolidated Statement of Income.

:I l ' i H
Otheri “ lr '

The foreign exchange galns or losses related to our des:gnated debt are included in the cumulatrve foreign currency transla—

tion ad;ustment in shareholders equity. Our net investment |n'self sustatnrng foreign operations and our designated US-dollar
debt at December 31 are as follows: ‘ f

|
: i ‘
{US$ millions) X [ | ! 2006 2005

Net Invéstment in Self-Sustaining Foreign Operations : ' 4,534 4,357
US-Dollar Debt Y ! : ; 3,761 2,700
L3 i [ .

o ‘ . \
| g '
We.also have smaII exposures to currencies other than the US dollar. A portion of our United Kingdom operatrng expenses,

capital spendrng and future asset retirement expendrtures is denominated in British pounds and Euros. We do not have any mate-

rial explosure to hrghly mflatronary foreign currencies. f
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Trading Activities

Our sales and purchases of crude oil and natural gas are generally transacted in or referenced to the US dollar, as are most
of the financial commodity contracts used by our marketing group. However, we pay for many of our purchases in Canadian
dollars. We enter into US-dollar forward contracts and swaps to manage this exposure. Losses of $12 million on our US-dollar
forward contracts and swaps at December 31, 2006 are included in the Consclidated Balance Sheet, and any change in fair value
is included in marketing and other in the.Consolidated Statement of Income.,

{d) Total carrying value of derivative contracts related to trading activities
Amounts related to derivative instruments held by cur marketing operation are equal to fair value as we use mark-to-market
accounting, and are as follows at December 31:

) 2006 2005
Accounts Receivable 73 382
Deferred Charges and QOther Assets ' (Note 10) 153 232
Total Derivative Contract Assets ’ 884 614
Accounts Payable and Accrued Liabilities ' 325 321
Deferred Credits and Other Liabilities ' {Note 11) 199 124
Total Derivative Contract Liabilities | - 524 | 445
Total Derivative Contract Net Assets ? 360 169

Notes:

1 These derivative instruments settle beyond 12 months and ere cansidered non-current.

2 Comprised of $372 million (2005—3161 million) related to commodity contracts and losses of §12 million (2005—3$8 million) related to US-dollar forward contracts and
SWaps.

As a physical energy marketer, we match the contract months of our derivative instruments with the contract months of our
physical sales and purchases. As a result, our disclosure with respect to derivative instruments in;:Iudes amounts with no ongo-
ing commodity price or foreign currency risk as at December 31, 2006. Excluding such amounts, derivative contracts included in
accounts receivable at December 31, 2006 amounted to $460 million (December 31, 2005 - $382 miflion) and derivative con-
tracts included in accounts payable and accrued liabilities amounted to $312 million (December 31, 2005 - $290 million).

Our exchange-traded derivative contracts are subject to margin deposit requirements. We are required to advance cash to
counterparties in order to satisfy these requirements. We have margin deposits of $197 million (December 31, 2005—nil), which
have been included in restiicted cash and margin deposits on our Consolidated Balance Sheet at December 31, 2006,

(e) Interest rate risk management

We use fixed and floating rate debt to finance our operations. The floating rate debt exposes us to changes in interest pay-
ments as interest rates fluctuate. To manage this exposure, we mairtain a combination of fixed and floating rate borrowings
and facilities, At December 31, 2006, fixed-rate borrowings comprised 73% {2005—95% of our long-term debt at an effective
average rate of 6.3% (2005—6.3%). During the year, we periodically drew on our floating-rate, unsecured, committed term
credit facilities. We had no interest rate swaps outstanding in 2006 or 2005. ]

(f) Credit risk management
A substantial portion of cur accounts receivable are with counterparties in the energy industry and are subject to normal industry

credit risk. This concentration of risk within the energy industry is reduced because of our broad base of domestic and international

counterparties. We assess the financial strength of our counterparties, including those involved in marketing and other commodity
arrangements, and we limit the iotal exposure 1o individual counterparties. As well, a number of our contracts contain provisions
that allow us to demand the posting of collateral in the event downgrades to non-investment grade credit ratings occur, Credit risk,
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including credit 'concentrations, is routinely reported to our Risk Management Committee. We also use standard agreements that

[ ! . . . . . L .
allow for the netting of exposures associated with a single counterpar‘[y. We helieve this minimizes our overall credit risk.
I | : i
8. LONG—TERM DEBT AND SHORT TERM BORROWINGS

¢ o : . o 2006 2005
Canexus LP Term Credit Facilities (45$149'million) (a) ! 174 171
Term Credit Facilities (US$925 million) (b)), ) 1,078 ) -
Debentures, due 2006 {¢) i . - 93
Medium-Term Notes, due 2007 (d} ! 150 S50
Medium-Term Notes, due 2008 () 1 T s
Notes, due 2013 (US$500 million) () ' ' 583 583
Notes, due 2015 (U5$250 million) (g) ! . 29 292
Notes, due 2028 (US$200 miltion) (h) ' | _ 233 232
Notes, due 2032 (US$500 million) (i) ' 583 583
Notes, due 2035 (US$730 miltion) () | X 920 921
Subordinated Debentures, due 2043 (ussaso mitlion) (k) | 536 . 53
| ' 4,673 | 3,687

Total ! o : '
; 1 : -

i |

{a) Canexus|LP term credit facilities !

Canexus LP'has $350 mllllg)n of committed, secured term Icredl'[ facilities, which are available until 2010, At December 31,
2006, $174 m|tI|on (Us$149 mllllon) !was drawn on these facmtles (Delcember 31, 2005—$171 million). Borrowings are avail-
able as Canadian bankers’ aclceptarwces LIBOR-based loans, Canadlan prlme rate loaris or US-dollar base rate loans. Interest is
payable rnonthly at floating rates. The term credit facilities are!secured by a floatmg charge debenture over all of Canexus LP%s
assets and by certam guarantees secunty interests and subordination agreements provided by certain affiliates of Canexus LP
(which do not |nclude Nexen)! Durmg 2006 the weighted-average interest rate on the Canexus LP term credit facilities was 5.9%
{2005—4.8%). : ; ! . ! :

| b ‘ ‘
(b) Term credit facilities i ¢ ‘

We have co:mmitted, unsecured, t:erm credit facilities of $3.6 billion,\which are available until 2011. At December 31, 2006,
$1.078 million (US$925 millior'w) was drawn on these facilities (December 31, 2005—nil). Borrowings are available as Canadian
bankers’ acceptances LIBOR-based Iolans Canadian prime rate loans, US dollar base rate loans or British pound call-rate loans.
Interest is payable monthly at floating rates. During 2006, the we|ghted average interest rate was 5.7% (2005-4.4%). A
December 31, 2006, 5294 mll]lon of these facilities were utlllzed to support outstanding letters of credit {December 31, 2005—
$250 million).

)
(c) Debentu'res. due 2066
During November 1996, we lssued $100 million of unsecured 10 year redeemable debentures. Interest was payable semi-

i

o
5 il
annually at a rate of 6.85%. |In December 1996, $50 miflion of this obllgatlon was effectively converted through a foreign
currency swap W|th a Canadlan chartered bank to a US$37 million I:ab|h‘ty bearing interest at 6.75% for the term of the deben-
tures. In November 2006, we‘repald the outstanding debentures of $100 million and realized a gain of $7 million on the foreign
currency swap. I ! | t
I ! ; . .
I T :
{d) Medium- terrn notes due 2007 S
During July | 1997‘ we |ssued $1 50 million of notes. Interest is payable semi- annually at a rate of 6.45%, and the pnnapal is
to be repaid in July 2007. We may redeern part or all of the notes'at any time. The redemption price will be the greater of par
and an amountlthat provudes the same yield as a Government of Canada Bond hawng a term to maturity equal to the remamlng
| l :
| ; |
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term of the notes plus 0.125%. Amounts due July 2007 have not been included in current liabilities as we expect to refinance
this amount with our term credit facilities.

(e} Medium-term notes, due 2008

During October 1997, we issued $125 million of notes. Interest is payable semi-annually at a rate of 6.3%, and the principal
is to be repaid in June 2008. We may redeem part or all of the notes at any time. The redemption price will be the greater of par
and an amount that provides the same vield as a Government of Canada Bond having a term to maturity equal io the remaining
term of the notes plus 0.125%.

(f) Notes, due 2013 ‘

During November 2003, we issued US$500 million of notes. Interest is payable semi-annually at a rate of 5.05%, and the
principal is to be repaid in November 2013. We may redeem part or all of the notes at any time. The redemption price will be
the greater of par and an amount that provides the same yield as a US Treasury security having a term to maturity equal to the
remaining term of the notes plus 0.2%.

{g) Notes, due 2015 _

During March 2005, we issued US$250 million of notes. Interest is payable semi-annually at a rate of 5.20%, and the principal
is to be repaid in March 2015. We may redeem part or all of the notes at any time. The redemption price will be the greater of
par and an amount that provides the same yield as a US Treasury security having a term to maturity eqi.ral to the remaining term
of the notes plus 0.15%.

{h) Notes, due 2028

During April 1998, we issued US3$200 million of notes. Interest is payable semi-annually at a rate of 7.4%, and the principal
is to be repaid in May 2028. We may redeem part or all of the notes any time. The redemption price will be the greater of par
and an amount that provides the same yield as a US Treasury security having a term to maturity equal to the remaining term of
the notes plus 0.25%. l

(i) Notes, due 2032

During March 2002, we issued US$500 million of notes. Interest is payable semi-annually at a rate of 7.875%, and the prin-
cipal is to be repaid in March 2032, We may redeem part or all of the notes at any time. The redemption price wil be the greater
of par and an amount that provides the same yield as a US Treasury security having a term to maturity equal to the remaining
term of the notes plus 0.375%. f

{(j) Notes, due 2035

During March 2005, we issued US$790 miIIi:)n of notes. Interest is payable semi-annually at a rate of 5.875%, and the prin-
cipal is to be repaid in March 2035. We may redeem part or all of the notes at any time. The redemption price will be the greater
of par and an amount that provides the same yield as a US Treasury security having a term to maturity equal to the remaining
term of the notes plus 0.2%. '

(k) Subordinated debentures, due 2043

During November 2003, we issued US$460 million of unsecured subordinated debentures. Interest is payable quarterly at a
rate of 7.35%, and the principal is to be repaid in November 2043. We may redeem part or all of the debentures at any time on
or after November 8, 2008. The redemption price is equal to the par value of the principal amount plus any accrued and unpaid
interest to the redemption date. We may choose to redeem the principal amount with either cash or common shares.
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() Long-term debt repaymentls
|
|

t
]
| i
|
I

2007 150
2008 K j 125
2009 ! I i -
2010 l i ]‘ | 174
2013 i i | l i 1,078
Thereafter ! | ! \ ' 3,146
Tota! Debt Repayments : i ; . . 4,673

(m) Debt covenants

)
Some of our debt mstruments contain covenants with respect to certain fmanc.‘lal ratios and our ability to grant secunty At

December 31, 2006 we were in comphance with all covenants

|

l i |
(n) Short-ter:m borrowin'gs ]

'

y
Nexen has uncommltted, ,unsec.'ured credit famhmes of approxnmately $632 rn||||on At December 31, 2006, $158 million
{US$136 m||I|0n) was drawn under thcise facilities (December 31, 2005— ln|l) We have also utilized $252 million of these facilities
1o support outstandlng letters of credlt at December 31, 2006 (2005—$468 m|II|on) Interest is payable at floating rates

During
2006, the welghted‘average interest rate on our short-term borrowings was 5. 5% {2005—3.6%).
| Vo '
{0} Interest expense - | ') i ; '
| l o
: ,' | ! : 2006 2005 . 2004
Long-Term Debt ! ‘| i 275 260 C182
Other ; I 1 ' 19 15 12
Total : : I : i ) 294 275 194
Less: Capitalized ‘ | 1 {241) {178) {51)
Total Interest Expense N | 53 97 143

| i

- A . . ) : . el
Capitalized interest relates to and ils included as part of the cost of oil and gas and Syncrude properties. The capitalization

rates are based on our weighted-average cost of borrowings.

T

|
9. ASSET RETIREMENT OBLIGATIONS

i

1

I
Changes in carrying amounts of the asset retirement obhgahons assooated W|th our PP&E are as follows:

I

'.i 2006

2005

' " ! '

Balance at Beginning of Year | X ' 611 468
Obligations Assumed with Development Activities : 75 72
Obligations Discharged with Disposed Properties i n (37)
Expenditures Made on Asset Retirements ' : ! (44) (34)
Accretion | il | i 37 : 26
Revisions to Estimates [ | o (10) 138
Effects of Foreign Exchange i ; 36 L (22)

Balance at End of Year .2 N ! N ‘ 704 611

~ .

7
Notes: ! " i
1 Obligations due within 12 months of ISZT mu‘fuon {2005—£21 million) have been in

i
i
cfuded in accoums payab!e and accrued liabilities,

2 Obligations relating to our oil and gas activities amount to $458 milfion (2005—5554 rmillion) and obliga nans relating to our chemicals busmess amount to 346 mh','ion

(2005—347 m.",’h'cin). Hi

.
-

1
4
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Our total estimated undiscounted asset retirement obligations amount to $1,770 million. We have discounted the total esti-
mated asset retirement obligations using a weighted-average, credit-adjusted risk-free rate of 5.7%. Approximately $97 million
included in our asset retirement obligations will be settled over the next five years. The remaining obligations settle beyond five
years and will be funded by futliré cash flows from our operations.

We own interests in assets for which the fair value of the asset retirement abligations cannot be reasonably determined
because the assets currently have an indeterminate life and we cannot determine when remediation activities would take place.
These assets include our interest in Syncrude’s Upgrader and sulphur pile. The estimated future recoverable reserves at Syncrude
are significant and given the long life of this asset, we are unable to determine when asset retirement activities would take place.
Furthermore, the Syncrude plant can continue to run indefinitely with ongoing maintenance activities. The retirement obligations
for these assets will be recorded in the first year in which the lives of the assets are determinable.

10. DEFERRED CHARGES AND OTHER ASSETS

2006 2005
Long-Term Marketing Derivative Contracts (Note 7d) 153 232
Deferred Financing Costs 59 63
Asset Retirement Remediation Fund 13 14
Crude Qil Put Options {Note 7a) 19 4
Other i 74 85
Total 318 398
11. DEFERRED CREDITS AND OTHER LIABILITIES 3

2006 , 2005
Fixed-Price Natural Gas Contracts {Note 7b) 74 128
Long-Term Marketing Derivative Contracts (Note 7d) N - 199 124
Deferred Transportation Revenue 89 87
Stock-Based Compensation Liability 6 53
Defined Benefit Pension Obligaticons {Note 16) . 48 39
Capital Lease Obligations “ag 9
Other ' 52 39
Total . | 516 | 479

12. SHAREHOLDERS' EQUITY
{a) Authorized cépital
Authorized share capital consists of an unfimited number of common shares of no par value, and an unlimited number of

. Class A preferred shares of no par value, issuable in series.

uBXBN
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(b) Issued c?ommon shares and dividends
| .

{thousands of shares) i 2006 2005 2004
Beginning of Year N i 261,141 258,399 251,212
Issue of Common Shares for Cashr { ‘ : -
Exercise of Tandem Options - _ ' | 846 1,823 5,902
Dividend Reinvestment Plan i f T e 605 895
Employee Flov'v-through Shares ' : T 250 34 390
End of Year | ' ! | i 282513 | 261,181 258,399
! o . . |
Dividends Decllared per Ccm‘rnon Share ($/share) t 0.20 0.20 0.20
! L J
Cash Consideration (Cdn$ millions) | |
Exercise of Tandem Options : ! . : L 29 93
Dividend Reinvestment Plan _ | T 20 ' 21
Employee Flow-through Shares ) I ) T _16 9 10
' ‘ : i 48 58 124

1 “ E

At Decemt;er 31, 2006, there were 498,831 common shares (2005--774,915: 2004—1,379,874) reserved for issuance under

the Dividend Reinvestment Plan.
: [
(0) Tandem options | i : I

In May 2004 our shareholders approved the modification of our stock option plan‘to a tandem option plan by mcludlng a
cash feature. The tandem optlons give the holders a right to either purchase common shares ai the exercise price or to receive
cash payments equal to the excess of the market value of the common shares over the exercise price.

Similar to our stock apprecratlon rights, we use the intrinsic- value method to recognize compensation expense associated
with our tandem options. Obllgatlons are accrued on a graded- vestlng basis and represent the difference between the market
value of cur common shares and the exercise price of the options. The obligations are revalued each reporting period based on
the change |n1the market value of our common shares and the number of graded-vested options outstanding.

Upon modlflcatlon of the stock option plan, we were required to recognize an obligation for our tandem options. This obligation
represented the difference between the market value of our commoh shares and the weighted-average exercise price of the
options. As a resuit we recogmzed an obtligation of $85 million for the graded -vested portion of the options outstanding on June

30, 2004. In the second quarter of 2004, a one-time, non-cash charge ‘of $82 miliion was included in general and administrative

|
!
1

expense, net of $3 million previously expensed in respect of our orlgmal stock options.

Following the |ntroduct|on of the American Job Creation Act of 2004 in the US, stock options awarded to our US employees
between December 1, 2004 and December 1, 2005 did not include a tandem option cash feature. We use the falr-value method
to recognize clompensatlon expense associated with these options. The expense is recognized over the vesting penod of the
options with a corresponding i lncrease to contributed surplus. This resuhed in compensation expense in 2006 of $2 million {2005
—32 million; 2004—-$0 i mrlhon) whlch was included in general andvadmmlstratlve expense. In 2005, US tax regulations were
modified and 'as a rasult, tandem options have been issued (o our US employees after December 1, 2005. These options are
expensed using the intiinsic- method described above. ;
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We have granted options to purchase common shares to direciors, officers and employees. Each option permits the holder to
purchase one Nexen common share at the stated exercise price. Options granted prior to February 2001 vest over four years and
are exercisable on a cumulative basis over 10 years. Options granted after February 2001 vest over three years and are exercis-
able on a cumulative basis over five years. At the time of grant, the exercise price equals the market price. The following options
have been granted:

2006 2005 2004

Weighted Weighted Weighted
Average Average . Average
. Options  Exercise Price Options Exercise Price Options Exercise Price
N . {thousands) ($/0ption) (thousands} {$/option) (thousands) ($/option)
Balance at Beginning of Year 15,315 28 16,276 20 18,406 17
Granted 2,400 63 3,392 55 4,224 25
Exercised for Stock (846) 18 {1,823) 16 (5,902) 15
Surrendered for Cash (1.522) 18 (2,089} 17 (289 ' 17
Forfeited - (105) 38 (a1 2 " (163) 17
Balance at End of Year 15,242 35 ¢ 15,315 28 16,276 20
Options Exercisable at End of Year 9,345 24 8,131 19 8,455 17
Common Shares Reserved
for Issuance Under the )
Tandem Option Plan 16,235 17,290 19,172

The range of exercise prices of options outstanding and exercisable at December 31, 2006 is as follows:

Qutstanding Options Exercisable Options
Weighted

Weighted Average Weighted
Number of Average Years Number of Average
Options Exercise Price to Expiry . Options Exercise Price
{thousands) ($/option) (years) (thousands) ({$/option)
$5.00 to $9.99 178 9 2 178 9
$10.00 to $14.99 788 14 2 788 14
$15.00 t0 $19.99 3,032 18 3 3,032 18
$20.00 to $24.99 2,792 23 2 2,462 22
$25.00 10 §29.99 2,768 25 3 1,778 25
$30.00 to $34.99 ) 11 . £} 3 2 Y
$35.00 t0 $39.99 - - - - -
$40.00 to $44.99 2 40 4 1 40
$45.00 to $49.99 13 47 4 .5 47
$50.00 to $54.99. 3,254 55 4 1,099 54
$55.00 to $59.99 12 57 4 - -
$60.00 to $64.99 2,383 63 5 - -
$65.00 to $69.99 3 66 4 - -
$70.00 to $74.99 3 " 5 - -

Total Options 15,242 9,345
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'.
{d} %tock apprecilation'rights ! ‘
Under our stock lappreciation rights (StARs) plan established in 2001, employees are entitled to cash payments equal to the
excess of the market‘ price of the common shares over the exercise price of the right. The vesting pericd and other terms of the
plan are similar to the tandem option plan. The total rights grénted and outstanding at any time cannot exceed 10% of Nexen’s
total outstandlng common shares. At the time of grant, the exercise price equals the market price. The following stock apprecia-

tion rlghts have been granted

| ,' \
I

!
|

2006 ' 2005 2004
| : Weighted Weighted Weighted
: i Average Average Average
I 3 StARs Exercise Price StARs Exercise Price StARs Exercise Price
| 7 (thousands) ($/StAR) (thousands} (§/S1AR) {thousands) {$/StAR)"
Balance at Beginning of Year ' _ . 594 . 30 6,436 22 4,809 18
Granted ) Y- 63 1,443 55 2,609 25
Exercised for Cash L heoszy |21 {1,455) 19 (867) 16
Forfeited ! (191) 38 (460) 23 (115} 18
Balance at €nd of Year [ 65,945 42 5,964 30 6,436 22
|
StARs Exercisable at End ' :
of Year 2 3,076 Y 2,426 21 2,021 17
‘ -

1

|

! ‘
The range of exercise prices of StARs cutstanding and exercisable at December 31, 2006 is as follows:

‘ ! | Outstanding StARs Exercisable StARs

: - i Weighted

| ! Weighted Average Weighted

. Numb'ler of Average Years to Number gf Average

: ' StARs Exercise Price Expiry StARs Exercise Price

_ ' (thousands) {$/5TAR) {years) (thousands) ($/54AR)
$15.00 to $19.99 i ‘ I513 17 1 513 17
$20.00 to $24.99 a ! " 991 22 2. 985 22
$25.00 to $29.99 o j _ 1,859 ' 25 3 1,138 25
$30.00 to $34.99 ' ' 's 33 3 6 33
$35.00 to $39.99 h . 9 37 4 1 37
$40.00 to $44.99 o ‘ | 8 41 4 3 41
$45.00 to $49.99 _ !'38 48 4 12 48
$50.00 to $54.99 : , _ 1,256 55 a4 418 55
$55.00 to $59.99 ' ) ) | 29 57 F - -
$60.00 to $64.99 _ ) 2,213 63 5 - -
$65.00 to $69.99 s I ' 66 a - -
Total StARs ' 6,945 3,076

I \ . |

f ' ‘

13, EARNINGS PER COMMON SHARE ‘ ‘.

We calculate basic earnings per common share from contlnumg operations using net income from continuing operations

d|wded by the weighted-average number of common shares outstandmg We calculate basic earnings per common share using

|

net income and the weighted-average number of common shares outstanding. We calculaie diluted earnings per common share

from colntinuing operations and diluted earnings per common sihare in the same manner as basic, except we use the weighted-
average number of diluted common shares outstanding in the denominaior.

|
| . : ‘ \ !
|

[FUE I
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{millions of shares) 2006 . 2005 2004
Weighted-Average Number of Common Shares Qutstanding 262.1 260.4 T 257.3
Shares Issuable Pursuant to Stock Options 73.9 13.4 131
Shares to be Purchased from Proceeds of Stock Options (7.1 (7.4) (9.8)
Weighted-Average Number of Diluted Common Shares Outstanding 268.9 266.4 260.6

In calculating the weighted-average number of diluted common shares outstanding for the year ended December 31, 2006,
we excluded 211,283 options (2005—280,708; 2004—348,200), because their exercise price was greater than the annual aver-
age commen share market price in those periods. During the last three years, outstanding stock options were the only potential
dilutive instruments. '

14. DISCONTINUED OPERATIONS )

In the third quarter of 2005, we sold certain Canadian conventional oil and gas properties in southeast Saskatchewan,
northwest Saskatchewan, nartheast British Columbia and the Alberta foothills. The results of operations of these properties have
been presented as discontinued operations. The sales closed in the third guarter of 2005 with net broceeds of $900 million after
closing adjustments, and we realized gains of $225 million. These gains are net of losses attributable to pipeline contracts and
fixed-price gas sales contracts associated with these properties that we have retained, but no lenger use in connection with our
oil and gas business. ' '

During the fourth quarter of 2004, we concluded production from our Buffalo field, offshore Australia. The results oi our
operations in Australia have been presented as discontinued operations, as we have no plans to continue operations in the coun-
try. Remediation and abandonment activities have been completed, and no gain or loss was recognized.

Thé results of operations from these properties in Australia and Canada are detailed below and shown as discontinued opera-
tions in our Consolidated Statement of Income. '

2005 2004
Canada Canada Australia Total
Revenues and Other Income
Net Sales 154 232 75 307
Marketing and Qther - 1 - 1
Gain on Disposition of Assets 225 - ) - -
379 233 75 - 308
Expenses
Operating 27 40 53 93
Depreciation, Depletion, Amortization and Impairment 28 70 9 79
Exploration Expense 1 3 - B
Income before Income Taxes - : 323 120 13 133
Provision for Future income Taxes (129) 50 - 50
Net Income from Discontinued Operations 452 70 13 83
Earnings per Common Share ($/share) ,
Basic (Note 13) 1.74 0.27 . 0.05 0.32
Diluted {Note 13) 1.70 0.27 0.05 0.32

There were no assets and liabilities related to discontinued operations as at December 31, 2006.
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15. COMMITMENTS CONTINGENCIES AND GUARANTEES . ;
| .
l ! |

' " ! 2007 2008 2009 2010 2011 Thereafter
Operating Leases i | 44 , 109 127 123 117 232
Transportation and Storage Commitments 424 " 165 97 70 53 118
! i i 468 274 | 224 193 170 . 350

| E |
| t

in June 2003, a subsidiary of Occndental Petroleum Corporation |{Occidental) initiated an arbitration agamst us at the
International Court of Arbitration of the International Chamber of Commerce (ICC Court) regarding an Area of Mutual Interest
agreement relatrng to certarn 1portrons of Block 51 in the Repubhc of Yemen. In April 2006, the {CC Court concluded that we
breached this agreement and asa result Occidental was entitled to monetary damages. In late 2006, we agreed to settle the arbi-
tration with Occudental for US$135 mrllron No further amounts are expected to be payable under the settlement. This amount
was accrued and included in other expenses in our Consohdated Statement of Income during 2006.

We have a number of lawsuits and claims pending including |ncomeltax reassessments (see Note 18), for which we currently
cannot determrne the ultrmate result. We record costs as they are incurred or become determinable. We believe the resolutlon of

these maiters would not have d materral adverse effect on our liquidity. consolidated financial position or results of operatrons

During 2006 total rental expense‘was $49 million (2005—%47 million; 2004—%45 million).

From time to time, we enter into certarn types of contracts that requrre us to indemnify parties against possible third-party
clalrns partrcularly when thesel_- contracts relate to divestiture transactronsI Cn occasron we may provide routine mdemmflcattons
The terms of such obhgatlons vary, and generally, a maximum is not explicitly stated. Because the obligations in these agreements
are often not explrcrtly stated the overall maximum amount of the oblrgatrons cannot be reasonably estimated. Hlstorrcally, we
have not been oblrgated to make srghrflcant payments for these oblrgatlons We believe that payments, if any, related to such

matters, would not have a materral adverse effect on our Irqmdlty, financial condition or results of operations.
t

. '
t . ¢

t
16. PENSION AND OTHER\POST RETIREMENT BENEFITS .

Nexen and Canexus have contnbutory and non-contributory defmed benefit and defined contribution pension plans, which
together cover substantially aI!I employees Syncrude has a defmed benefrt plan for its employees, and we disclose only our pro-
portionate share of this plan. Under the defined benefit plans, we provide benefits to retirees based on their length of service and
final average earnlngs Beneflts paid out of Nexen's defined benefit planiare indexed to 75% of the annual rate of inflation less

1%, to a maxrmum increase of 5%. On the establishment of Canexus in 2005, the portion of the projected benefit obligation
and fair value of plan assets relatrng to Canexus employees was transferred to Canexus from Nexen.

N
|
|

|
|
-
I
|

|
|
|
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(a) Defined benefit pension plans

The cost of pension benefits earned by employees is determined using the projected-benefit method prorated on employment
services and is expensed as services are rendered. We fund these plans according to federal and provingial government regulations
by contributing to trust funds administered by an independent trustee. These funds are invested primarily in equities and bonds.

2006 2005
| Nexen Canexus Syncrude } Nexen Canexué, Syncrude

Change in Projected Benefit Obligation (PBQ)

_ Beginning of Year 223 49 109 217 - 91
Service Cost 16 3 5 15 1 4
Interest Cost ’ 2 _3_______-_—____ 5 12 1 5
Plan Participants’ Contributions 3 1 1 3 - 1
Actuarial Loss/(Gain} 9 2 - 33 (2) 11
Benefits Paid (11 - 4 (8) - (3}

" Transfer to Canexus - - - (49) 49 -

End of Year' 252 58 116 . 223 43 . 109

Change in Fair Value of Plan Assets

_ Beginning of Year b 146 40 58 171 - 50
Actual Return on Plan Assets 23 G 8 18 - &
Employer’s Contribution 24 3 5 2 - 4
Plan Participants' Contributions 3 1 1 3 . - 1
Benefits Paid (1 - L3 (8) , - (3)
Transfer to Canexus - - - {40) 40 -

End of Year | 185 50 69 | . 146 40 ! 58

Reconciliation of Funded Status '

Funded Status ? {67) (8) (47) 77 (9 {51)

Unamortized Transitional Obligation - - - 1 - -

Unamortized Prior Service Costs .3 - = 3 - -

Unamortized Net Actuarial Loss 39 7 32 44 9 38

Pension Liahility {(25) (1) {15) (29) - _(13)

Pension Liability' Recognized

Deferred Charges and Other Assets 10 - - - - -

Accounts Payable and Accrued Liabilities {1) - (2) {1} : - {2)

~ Other Deferred Credits and Liabilities {Note 11) {3&)— {1 . ~T1§) . {28) .- {11)

Pension Liability. | (25) 1) {15) | (29) - {13)

Assumptions (%)

Accrued Benefit Obligation at December 31 )
Discount Rate 5.00 5.00 5.00 5.25 5.25 5.00
Long-Term Rate of Employee Compensation .

Increase 4.00 4.00 4,00 4,00 A 4.00 T 400

Benefit Cost for Year Ended December 31 .

Discount Rate 5.25 5.25 5.00 5.00 5.00 5.00
Long-Term Rate of Employee Compensation

Increase 4.00 4.00 4.00 4.00 4.00 4.00
tong-Term Annual Rate of Return on Plan Assets * 7.00 6.50 B.50 7.00 6.50 8.50

Notes:

1 The accurmudated benefit obligations (the projected benefit obligation excluding future salary increases) of the Nexen and Canexus plans were $180 million and $44 million
at Decermber 31, 2006, respectively (2005—$ 161 miflion and $36 million, respectively), Nexen’s supplemental pension plan’s accumulated benefit obligation was $35 million
at December 31, 2006 (2005—5$29 million). Nexen's share of Syncrude’s employee pension plan's accumulated benefit obligation was $89 million at December 31, 2006
{2005—582 million).

2 Includes unfunded obligations for supplemental benefits to the extent that the benefit is timited By Statutory quidefines. At Dacember 31, 2006, the PBO for Nexen's
supplemental benefits was $53 milfior (2005—~£43 million) and §1 mitiion for Canexus (2005—5$1 million).

3 The assumgptions have been used to calculate the recognized expense for Nexen and Canexus. There were na changes to the assumptions between the measurement date
and December 31, 2006. Syncrude’s measurement date was December 31, 2006.

4 The long-term annuai rate of return on plan assets assumption is based on a mix of historical market returns for debt and equity securities.
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| . I |
Net Pension Expense Recognized Under Qur Defined Beniefit Pension Plans
| 4

v

| ! ' i
! f | | 2006 2005 2004
Nexen | ‘. - '
Cost of Benefits Earned by Employees : 16 15 8
Interest Cost on Benefits Earned ‘ 12 12 12
Actual Return on Plan Assets - {23) (18} {16}
Actuarial Losses ' . , i 9 33 10
Pension Expense, Before Adjustments for the Long-Term Nature ofi ' ‘
, Employee Future Benefit Costs . i 14 12 14
Difference Between Actual and Expected Return on Plan Assets f 12 8 5
Difference Between Actual and Recognized Actuarial Losses | N {32) (0
Difference Between Actual and Recognized Past Ser\nce Costs . ) T - . 1
Net Pension Expense : . I 20 18 10
I ! ‘ '
Canexus : iy ! . '
ICc»st of BenefitsI farned Ey Employees : 3 "1 -
interest Cost on Benefits Earned : ' ! 1 -
Actual Return on Plan Assets ‘ ‘ ~ (6) .- -
Actuarial {Gains)/Losses I TR @ -
Pension Expense Before Adjdstrnents for the Long-Term Nature of |
i Employee Future Benefit Costs ) k . 2 - -
U Difference Between Actual and Expected Return on PIan Assets 3 (1 -
z Difference Between Actual and Recognized Actuarial Gains | (2) "2 -
114 = Difference Between Actlal and Recognized Past Service Costs | T - -
- Net Pension Ex'penke | ' { 3 1 -
SyncrLde ' r . '
Cost of Beneflts Earned by Employees - " 5 4 3
Interest Cost on Benefits Earned 5 s 5
Actual Return on Plan Assets . (8) j(ﬁ) (5)
Actuarial Losses ' : f ‘ - 11 7
Pension Expense Before Adjustments for the Long-Term Nature of | Co.
Employee Future Benefit Costs . s 2 14 10
le'ference Between Actual and Expected Return on Plan Assets 3 2 1
Difference Between Actual and Recognized Actuarial Losses ] 2 (8) (6)
Difference Between Actual and Recognized Past Serwce Costs E - - -
Net Pension Expense ' . . ' ! 7 8 5
Total Net Pension Expense i | 30 27 15

| : |
| 3 :
b

{b) Plan asset allocatlon at December 31
Qur investment, goal for the assets in our defmed beneﬁt pension plans is to preserve capital and earn a long-term rate of

returni on assets, net of aII ;management expenses, in excesslof the inflation rate. Investment funds are managed by external
fund managers based on pohoes approved by the Board of Directors and Pension Committees of Nexen and Canexus. Nexen’s
and Canexus |nvestment strategy is to diversify plan assets be!tween debt and equity securities of Canadian and non-Caradian
corporatlons that are traded on recognized stock exchanges. 'Aflowablé and prohibited investment types are also prescribed in

|
Nexen's investment po||C|es. \

| i
‘ '

| .
l '
i |

i
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Syncrude’s pension plan is governed and administered separately from ours. Syncrude’s investment assets are subject to similar
investment goals, policies and strategies.

(%) Expected 2007 2006 2005
Nexen '
Equity Securities 65 60 60
Debt Securities 35 | 40 40
Real Estate ) - - -
Other -1 . - -
Total : ‘ ) . 100 100 | . 100
Canexus .
Equity Securities 50 60 60
Debt Securities 50 40 40
Real Estate K - - -
Other ) ' - - -
Total . 100 100 100
Syncrude
Equity Securities 70 70 i)
Debt Securities 30 30 30
Real Estate - - -
Other ) ' - - -
Total ] ) 100 | 100 | 100

{c} Defined contribution pension plans

" Under these plans, pensien benefits are based on plan contributions. During 2006, Canadian pension expense for these plans
was $4 million {2005—%4 million; 2004—%4 million). During 2006, US pension expense for these plans was $4 million (2005—%4
million; 2004—$3 million).

(d) Post-retirement benefits

Nexen provides certain post-retirement benefits, including group Ilfe and supplemental health insurance, to eligible employ-
ees and their dependents. These costs are fully accrued as compensatlon in the period employees work; however, these future
obligations are not funded. The present value of Nexen employees future post retirement benefits at December 31, 2006 was
$6 million (2005—3%4 million} and $2 million for Canexus (2005—52 milftion).
{e) Employer funding contributions and benefit payments

Canadian regulators have prescribed funding requirements for our defined benefit plans. Our funding contributions over the
last three years have met these requirements anc also included additional discretionary contributions permitted by law. For our
defined contribution plans, we make contributions on behalf of our employees and no further obligation exists. Our funding
contributions for the defined benefit plans are: .

Defined Benefit Contributions Expected 2007 2006 2005

Nexen . 1 24 2
Canexus i 2 3 -
Syncrude i 5 5 4

(-]

Total Funding Contributions ' 18| 32 |
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Qur most recent fundrngl vatuation was prepared as of June 30, 2006. Qur next funding valuation is required by June 30,
2009. Canexus' most recent fundrng valuation was prepared as of August 18, 2005, and their next funding valuation'is requrred
by December 31 2007. Syncrude’s most recent funding valuation was prepared as of December 31, 2006, and their next funding
valuation is Decernber 31, 2008 E

Our total benefrt payments in 2006 were $11 million for Nexen (2005ﬁ$8 million). Our share of Syncrude’s total benefit
payments in 2006 was $4 rnllilon (2005 $3 million). Our estlmated future payments are as follows:

|
I
[

! N

l, ! Defined Benefil | Other )

| ; Nexen Canexus l Syncrude Nexen Canexus $yncrude
2007 | ! } 9 o '3 1 - ) -
2008 | i 5 9 T 3 2 - _
2009 ' g 10 1 4 2 - -
2010 | i 11 | 4 2 - ‘ -
201 | 3 11 2 i 4 2 - : -
2012—2016 | Ny 71 ' 15 | 29 18 - 1

1 R i i i

T |

| o ‘
17. MARKETING AND OTHER { !

| W | .

i i ! , 2006 2005 2004
Marketing Revenus, Net ) 1,309 847 .. 608
Business Interruption Insurance Proceeds ! . 154 .2 ] 10
Change in Fair Value of Crude Oil Put Optlons : n {196} 56
Interest | il i i 36 29 12
Foreign Exchang‘e Losses | 1 ' (72) (19) , (13}
Gains on Disposition of Assets 2’| | ' 4 4 24
Other i ! : | 30 35 [
Total Marketing and Other ! : ) ! O 1,450 | 702 on3

!

Notes: ! : I

1 In 2006, we recerved business interruption insurance proceeds related to production losses caused by Gulf of Mexico hurricanes in 2005 and by generator failures in our

UK operations rn 2005, )

2 Gamson drsposmon of assets resulted from the sale of minor il and gas assels in our Canadian operations in 2006 and 2004 and from the sale of our Ejulebe assets,

offshore Nigeria lrn 2005, !

| i
18. INCOME TAXES ||

(a} Temporalry differences

i
1
!

|
!

|

| M ! i | 2006 2005

| ' I : I Future Future Future Future

l ! | 1 Income Tax tncome Tax Income Tax Inco;me Tax

| : Assets Liabilities Assets Liabilities
Property, Plant and Equipment, I\]et | i _L__ _._ZE.._ 2_4_29_4 Y 1,780
Tax Losses Carried Forward g : s, - 370 -
Deferred Income i . ' ‘ ! i - j_8__1 - © 75
Recoverable Taxes A | . - - 9 -
Total ' [ ' i ; | 620 2,468 | 410 1,855

| T |
Note: | '

! 2006 includes futire income tax assets of $479 milian that we expect to realize in rhe following twelve months have been included in current assets.

|
|
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(b) Canadian and foreign income taxes

! 2006 2005 2004
Income from Continuing Operations before Income Taxes
Canadian ' (352) (396) 24
Foreign 1,648 1,326 1,003
1,296 930 1,027
Provision for Income Taxes
Current
Canadian 14 1 6
Foreign 354 338 242
368 339 248
Future
Canadian {96) (206) (3)
Foreign 411 101 72
315 {105} 69
Total Provision for Income Taxes 683 234 317

The Canadian and foreign components of the provision for income taxes are based on the jurisdiction in which income is taxed.
Foreign taxes relate mainly to Yemen, Colombia, the United Kingdom and the United States and include Yemen cash taxes of $286

million (2005—%296 million; 2004--$227 million).

(c) Reconciliation of effective tax rate to the Canadian statutory tax rate

2006 2005 2004
Income before Income Taxes From Continuing Operations 1,296 930 1,027
Provision for Income Taxes Computed at the Canadian Statutory Rate 401 318 354
Add {Deduct) the Tax Effect of:
Royalties, Rentals and Similar Payments to Provincial Governments 15 24 20
Resource Allowance and Provincial Tax Rebates (15) {24) (29)
Lower Foreign Tax Rates ) {(9) {40) (22}
Additional Canadian Tax on Canadian Resource Income T 6 7
tower Tax Rates on Capital Gains 3 (54} -
Federal and Provincial Capital Tax 13 5 6
Effect of Changes in Tax Rates 245 - {15)
Non-Deductible Expenses and Other T T 2% {1, (4)
Provision for Income Taxes 683 234 317

During the first quarter of 2006, we recerded a future income tax expense of $277 million related to an increase in the supple-
mental tax rate on oil and gas activities in the United Kingdom. Legislation was introduced to the United Kingdom parliament
during the first quarter to increase the supplemental tax rate from 10% to 20%, effective January 1, 2006.

In 2006 and 2004, the federal and some provincial governments in Canada reduced statutory income tax rates. This reduced
our liability and provision for future income taxes by $32 million and $15 million in 2006 and 2004, respectively.
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(d} Available unused téx losses and tax contingencies !

At December 31' "-2006 and 2005, we had unused tax Iosées totalling $1,258 million and $965 million, r‘espectively, mostly
from (?ur UK operatnons The majority of these losses have no expiry date.

Nexen's income tax f|||ngs are subject to audit by taxation 'authorities. There are audits in progress and nems under review,
some of which may |ncrease our tax liability. In addition, we have filed notices of objection with respect to certaln issues. While
the results of these |tems cannot be ascertained at this time, wlfe believe we have an adequate provision for i income taxes based
on available tnformatlon ; °

At the time of acqmsmon Wascana, a predecessor company, had outstanding taxation issues in dlspute from prior taxation

years. ‘iNascana d|sagreed with issues raised and has f1led notlces of objection. The value of the tax pools acquired at the time of
acquisigion reflected our evaluation of the potential |mpact of these fssues.

| 1 i .
15. CASHFLOWS ' | .
(a) Cll'\arges and ]credits: to income not involving cash
! Lo : ,
. ! . 2006 2005 2004
Depreciation, Depletion, Amortization and Impairment 1,124 1,052 674
Stock-Based Compensation | ' 101 428 74
Gains on Disposition of Assets | (4) (4) {24)
Pravision for Future Income Taxes 1 315 (105) ‘69
Change in Fair Value of Crude Oil Put Options ) 1" 196 {56)
Non-Cash Items included in Discontinued Qperations ' ] . - {325) 132
Unamortized fssue Costs on Preferred Securities Redemption: ; - - 1"
Gain on Dilution of Interest in Chemicals Business Py - (193) -
Net lncor:ne Attributable to Non-tontrolling Interests i ' 12 Sj -
Other . i ! | 70 24 26
Total | v i ) ! | 1,629 1,081 906
; T r ' |
| L !
(b) Changes in non-cash .working capital '
' ]
| | ; , 2006 S 2005 2004
Accounts Receivable | | 345 (1,078) (454)
Inventories and Supplies , (302) {163), {106}
Other Current Assets |- | ' (8 (10), - a4
Accounts Payable and Actrued Liabilities : {72) 982 650
Other | 1 ! ! | - 20 (12}
Total ' ' : ! | a3)) (249) 122
. | v | f ;
| 1
Relating to: * | i “ i ‘
Operating Activities . l : (177 (195}: {122)
Investing Activities ' [ 134 {54) . 244
Total | o i (43) (249} 122

|
|
f
b
|
! i
!
[
|
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2005 Operating and Geographic Segments

Energy Corporate
Qil and Gas Marketing Syncrude  Chemicals  and Other Total
Other

{Cdn3 millions) Yemen Canada' us UK Countries *
Net Sales 3 1,377 455 792 366 119 28 397 3981 - 3932
Marketing and Other 8 3 2 16 4 847 - 15 (193) % 702
Gain on Dilution of Interest -

in Chemicals Business - - - - - - - 193 - 193

1,385 458 794 382 123 875 397 606 (193) 4,827

Less: Expenses :
_ Operating 150 121 96 95 12 30 152 237 - 893

Depreciation, Depletion,

Amortization and
Impairment 354 140 234 210 13 1 17 51¢ 22 1052

Transportation and Other 6 23 1 - 2 641 21 40 62 796

General and Administrative ? 42 107 88 101 89 1 45 328 809
_ Exploration 12 23 100 51 64 - - - - 250

Interest - - - - - - - 3 94 97
Income {Loss) from

Continuing Operations

before Income Taxes 821 44 275 18 (69) 104 206 230 (699} 930
Less: Provision for {Recovery of)

Income Taxes ? 285 13 98 7 (13) 41 60 15 (272) 234
Net Income (Loss) from

Continuing Operations 536 3N 177 " {56) 63 146 215 {427) 696
Less: Non-Controlling Interests - - - - - - - 8 - 8
Add: Net Income from

Discontinued Operations - 452 - - - - - - - 452
Net Income {Loss) 536 483 177 11 {56) 63 146 207 (427) 1,140
Identifiable Assets 635 2,449 1,433 4,775 183 3,165 1,135 482 333 14,590
Capital Expenditures

Development and Other 236 947 148 566 14 16 197 14 24 2,162
__Exploration 41 90 21 59 55 - - - - 456

Proved Property Acquisitions - 17 3 - - - - - - 20
Total Capita! Expenditures 277 1,054 362 625 69 16 197 14 24 2,638
Property, Plant and Equipment .

Cost 2,243 3,631 2,437 4,013 249 177 1,240 827 . 245 15,062

Less: Accumulated DDRA 1,841 1,311 1,159 216 119 72 171 456 123 5,468
Net Book Value ? 402 2,320 1,278 3,797 130 -~ 105 1,069 371 122 9,594
Goodwill - - - 325 - 39 - - - 364
Notes:

1 During the third quarter of 2005, we conduded the salfe of Canadian conventicnal oif and gas properties. The results of these properties are shown as discontinued

operations (see Note 14).

2 Includes resuits of operations from producing activities in Nigeria and Colombia.

2 Net sales made from all segments originating in Canada: 1,014
PP&E located in Canada: 3,899

4 Net sales for our chemicak aperations include:
(anada 132
United States 158
Brazil 68
Total 398

5 Includes interest income of $29 million, foreign exchange losses of $19 milfion, decrease in the fair value of crude ol put options of $196 million and o’eqe}ase in the fair
valua of foreign currency call aptions of $7 million,

w o N o

the provision is based on the tax jurisdiction of the entity performing the activity.
10 Appraximately 86% of Marketing's identifiable assets are accounts receivable and inventaries.

Includes impairment charge of $12 miflion related to the closure of our sodivm chiorate plant in Amhersthurg, Onlario.
Includies stock-based compensation expense of $507 million.

includes expioration activities primariy in Nigeria, Colombia and Equatorial Guinea.

The provision for {recovery of) income taxes for foreign focations is based on in-country taxes on foreign income. For oil and gas focations with no operating activities,

P2
In
£l

S,

.
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2004 C:)perating and Ge&graphic Segments

| ) Energy quporate
) i Oil and Gas ' Marketing  Syncrude Chemicals  and Other Total
| " Other
{Cdn$ millions) i , Yemen Canada us: uK! ! Countries ?
Net Sales 3 1 : 921 -390 811 36 | 73 14 324 3784 - 2,944
Marketing and Other . ] 5 27 11 - 2 608 - 5 553 713
ll ’ 926 417 B22 36 |' 75 622 321 383 55 3,657
Less: Expenses
__Operating N ‘ 109 116 106 6 7 16 125 237 - 722
Depreciation, Depletion, . !

Amortization and E _ '

Impa'irment " ' 169 128 258 . 18 l 18 10 18 37 18 674
Transportation and Other 5 15 - - | - 451 12 41 25 549
Genera! and Administrative 4 42 30 - 47 58 1 28 89 299
__Exploration fi 2 18 138 3 g2°¢ - - - - 243
Interest ' - - - - ! - - - - 143 143

Income (Loss) from ! 1 | '
Continuing Operations . -~
before Income Taxes ' 637 98 290 9 . (79) 87 165 40 (220) 1,027
Less: Provision for (Recovery of) | I
Income Taxes’ ] L2 28 104 4 1 28 47 13 (130) 317
Net Income (Loss) from [ '
Continuing Operations Ca15 70 186 5 ! (80} 59 118 27 (90) 710
Add: Net Income from ' ‘1
Discontinued Operations® - 70 - i 13 - - - - 83
Net Income (Loss) : t 415 140 186 : {67) 59 118 27 (90) 793
! I
Identifialble Assets '\ 564 1,979 1,359 4,446 I 218 2,030 ° 912 497 378 12,383
i ‘ i
Capital Expenditures 1
Development and Other P 267 491 267 53 | 24 4 214 58 33 1,411
__Exploration : : 19 46 133 4 64 - - - - 266
Proved Property Acqm5|t|ons : - 4 - - | - - - - - 4
Total Capital Expenditures 286 341 400 57 | 88 214 58 33 1,681
| |
Property, Plant and Equipr‘ne?n '
Cost ' 4 ! 2038 2,603 2,249 3499 | 535 157 1,030 815 201 1327
Less: Accumulated DD&A . $,550 1,195 1,037 6| 408 64 155 409 90 4,924
Net Book Value ? 3 1488  1,408° 1,212 3.483 | 127, 93 875 406 111 8,203
Gt:mt'.l\m'illI it - - - 339 ! - 36 - - - 175
Nates: l ‘

1 Op December 1, 2004, we acqu:red EnCana (UK) Lirmited (see Note 3).
2 lncfudes results of operations from producing activities in Nigeria, CoIomb:a and Austraha

3 Net sales made from all segments originating in Canada: 1,242
PPEE foéared in Canada: ; 3,198

4 Net sares for our chernicals operations | mcfude
! Canada . 135
| United States ' 184
™~ Brazil ) 59
| Total 378

|
I
|

5 lnc.'udes interest income of S 12 mtmon foreign exchange fosses of $13 milfion and unreahzed mark-to-market gains on crude oif put options of $56 million.

Includes expioration activities prrmar.'!y in Nigeria and Colombia,

7 The prowsron for {recovery of} income faxes for foreign locations is based on m-counrry taxes on foreign income. For ci and gas locations with no operating activities,
the pmwsmn is based on the tax }unsdl(tlon of the entity performing the activity.
8 Inthe fourrh quarter of 2004, we concluded production activities in Australia. During the third quarter of 2005, we concluded the sale of certain Canadian conventional oif
and gas propemes The combined results of these dispositians are shown as dvscontrm.lled operations (see Note 14}
9 Approx:mare& 81% of Marketing’s identifizble assets are accounts receivable and lnvemanes
HY Excfudesl PPEE costs of $860 milfion and accumuiated DD&A of $42C million relating rlo the Canadian properties disposed of during 2005 (see Note T4).

[
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{¢) Other cash flow information

2006 2005 2004

Interest Paid y 278 237 190
Income Taxes Paid - 398 325 249

In 2004, other operating activity cash outffows include $144 million for the purchase of crude cil put options.

20. OPERATING SEGMENTS AND RELATED INFORMATION

Nexen has the following operating segments in various industries and geographic locations:

Oil and Gas: We explore for, develop and produce crude oil, natural gas and related products around the world, We manage
our operations to reflect differences in the regulatory environments and risk factors for each'country. Our core operaiions are
onshore in Yermen and Canada, and offshore in the US Guif of Mexico and the UK North Sea. Our other operations are primarily

in West Africa and Colombia.
«Energy Marketing: Our marketing group sells our crude oil and natural gas, markets third-party crude oil and natural gas
and engages in energy trading, including electricity generation. '

Syncrude: We own 7.23% of the Syncrude Joint Venture, which develops and produces synthetic crude oil from mining
bitumen in the oil sands in northern Alberta. .

Chemicals: Through ourinvestment in Canexus P, we manufacture; market and distribute industrial chemicals, principally sodium
chlorate, chlorine, acid and caustic soda. We produce sodium chlorate at four facilities in Canada and one in Brazil. We produce
chlorine, caustic soda and muriatic acid at chlor-alkali facilities in Canada and Brazil,

The accé}unting policies of our aperating segments are the same as those described in Note 1. Net income of our operating
segments excludes interest income, interest expense, unallocated corporate expenses and foreign exchange gains and losses with

the exception of Chemicals. dentifiable assets are those used in the operations of the segments,
; \
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2006 Operating and fieographic Segments

|
|
4

. . ‘ Energy Corporate
| , | \ Qil and Gas Marketing  Syncrude  Chemicals  and Other Total
! i E } Other
(Cdn$ millions) ' ! Y Yemen Canada us UK ountries ' ‘
Net Sales? | I 1,328 459 629 477 | 139 51 446 407° i - 3,936
Marketing and QOther [ . B 7 B14 855 | 1 1,309 - 6 (47)5 1,450
O ! ‘1,336 466 710 562 140 1,360 446 413 @a7) 5,386
Less: Expenses | i ! '

__Operating | . 151 143 106 ' 80 ] 31 187 249 - 955

Depreciation, Depletn:)r'l,i ; ; : '

Amortization and * ’ !

Impairment ’ ' 327 162 296 216 10 12 EE] 40 ‘28 1,124
Transportation and Other : [ 33 - - 1 789 18 40 1548 1,041
General and Admlnlstratlve 3 17 80 58 .14 44 112 1 29 200 555
__Exploration ‘ 4 26 214 . 46 20" - - - - 362
Interest | i ! - - - .- - - - 1 ‘42 53

Income (Loss) frem I { l

Continuiﬁg Operations ' ) .

before Income Taxes '] | 831 22 36 206 5 416 207 44 (471)___ 1,296
Less: Provision for (Recovery of) I .

tncome Taxes ! i . 289 7 13 378" 1 151 66 15 {237 683
Net Income {Loss) from ! i : )

Continuing Operations . | 542 15 23 {172) 4 265 141 29 (234) 613
Less: Non-Controlling Interests - - - - - - - 12 L - 12
Net Incomé (Loss) | | 542 15 23 (172) 265 141 17 (234) 601

' ‘1 ! ‘ )
Identifiablé Assets ! | I 464 3,923 1,620 5,490 245 : 3,528 1,186 459 241 17,156
1 N I ' 3 .
Capital Expenditures . 5 :
Development and Other | 145 1,434 418 596 28 47 86 27 45 2,826
__Exploration ) 37 163 177 162 52 . - - - - 491
Proved Property Acquisitions - 12 - 1 P - - - - - 13
Total Capltal Expenditures 182 1,609 595 659 | 80 - 47 86 27 45 3,330
il R 3 ;
Property, Plant and Equipment !
Cost _ - | i 2,404 5216 2,889 4,710 249 226 1,304 854 286 18,138
Less: Accumulated DD&A | 2128 1,448 1,445 432 78 47 179 494 148 6.399
Net Book Value ? . :276 3,768 1,444 4,278 171 179 1,125 360 138 11,739
I i : ' !
Goodwill ! : \ P - - - 325 - 52 - - - 377
Notes: | |1 |
1 ncludes resufts of operations fmm producing activities in Colombia.
2 Netsales rnad‘e from alt Segments ong.'narmg in Canada: 1,095
PPEE focared in Canada: | | 5,483 . :
3 Netsales for our chemicals opera tions lnc.'ude ! .
Canada | - q 1349
United States il \ 185
Brazil i ! 53 '
Total | I | 407
4 Includes 580 million of busmesls lnterrupnon insurance proceeds related to production losses caused by Gulf of Mex:co hyrricanes in 2005,
5 includes S?d miflion of busuness mterruprton insurance proceeds for generator failures in .?005
6 iIncludes mteres: income of 536 million, forergn exchange losses of $72 milfion and decrease in the fair value of crude oil put options of §11 miflion.
7 includes an lmpalrmenr charge | of £93 mumon primarily refating to two natural gas pmpemes in the GuIf of Mexico.
8 Includes $157 miflion (US$135 m;ﬂ:on) accmal with respect to the Block 51 arbitration settlement {see Note 15).
S Includes srock based compensation expense of 3210 million. '
10 includes expiorauon activities pnmanfy in Nrgena Norway and Colombia.
11 The prowsron for (recovery of) income taxes for foreign focations is based on in-country taxes on forevgn income. For oil and gas Jocations with no operating actmities,

the provision is based on the tax ;ur:scﬂcnon of the entity performing the activity
12 Includes future HCOme tax expense of 52?7 miffion refated to an increase in rhe suppfementa! tax rate on oif and gas activities in the United Kingdom (see Note 18).
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Approx1marefy 80% of Markenng s identifiable assets are accounts receivable and mven:ones
]

b e .

s

e Sk

e e

g




: -l

i

' I ‘I ”
Financial Statements and Supplementary Data | Notes to Financial Statements ] I

|

. | 1

"21. DIFFERENCES BETWEEN CANADIAN AND US GENERALLY ACCEPTED ACCOUNTING PRINCIPLES
The Consolidated Financial Statements have been prepared in accordance with Canadian GAAP. US GAAP Consolidated
Financial Statements and summaries of differences from Canadian GAAP are as follows;

Consolidated Statement of Income—US GAAP
For thel Three Years ended December 31, 2006

{Cdn$ millions, except per share amounts) 2006 2005 2004
I Revenues and Other Income .
Net Sales 3,936 3,932 2,944 .
Marketing and Other (ii); {x}; {xi} ) 1,459 687 696
Gain on Dilution of Interest in Chemicals Business - 193 | -
5,395 4,812 3,640
- Expenses
Operating (iv) ' 958 . 903 731
Depreciation, Depletion, Amortization and Impairment (i) . 1,124 ] 1,081 716
Transportation and Other {x) 1,037 792 524
General and Administrative {(viii}; (ix} 597 792 263 ;
Exploration 362 250 243 j
interest | _ 53 |. 97 143 '
4131 | 3,915 2,620 |
Income from Continuing Operations before Income Taxes 1,264 897 , 1,020 i =z
\ . . [
" Provision for Income Taxes ‘ . . f E 12:
w Current * 368 339 248 _ b
Deferred {ii) - {xi} 305 (108) 67 ! -
° 673 231 315 .
Net Income from Continuing Operations before Non-Controlling Interests 591 666 705 '
Net income Attributable to Non-Controlling Interests 12 8 -
Net Income from Continuing Operations 579 658 705
" Net Income from Discantinued Operations ' - 452 83
Net Income—US GAAP ' 579 1,110 788
Ea;rnings Per Common Share ($/share)
Basic {Note 13) ‘
Nét Income from Continuing Operations . 2.21 2.52 2.74
Net Income from Discontinued Operations - 1.74 0.32
| 221 | 426 3.06 ,
. Diluted (Note 13) * ,, S
| Net Income from Continuing Operations 2.15 2.47 2.7
Net Income from Discontinued Operations - 1.70 0.32
2,15 | a.17 3.03

Norte:
! Reco.rlach‘iarion of Canadian and US GAAP Net Income

(€dn$ millions) 2006 2005 2004

Net Income—~Canadian GAAP 601 1,140 793
__Impact of US Principles, Net of Income Taxes: '

Depreciation, Depletion, Amortization and Impairment (i) - (29} (42}
Stack-Based Compensation (viii); {ix) (29). 12 36
Other (ii); (iv); (xi} 7 {13} 1

Net Income—US GAAP 579 1,110 788
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Consohdated Balance Sheet—US GAAP
December 31 2006 and 2005 !
I I
[

{Cdn$ millians, except share amounts) |

f
| " 2006 2005
ASSETS ¢ " i _
) Current Assets ‘ | [ | ; ;
Cash and Cash Equivalents | . L 48
Restricted Cash and Margm Deposits I 197 70
Accounts _Recewable (i) ! | : o 2,976 L 309
Inventoriés and Supplies ' ' g ' 786 A 504
Deferred Income Tax Assets | 479 -
Other | 3 ! , 67 51
Total Cutrent Assets ! i l ' 4,606 3,824
! ! |
Property, Plant a'nd Equipment! | | |
Net of Accumulated Deprec|at|on Depletmn Amortization and !
Impalrmell'lt of $6,792 (December 31 2005—1%5,861) {iv); (vii) ' 11,692 9,550
Goodwill | 3 ! 377 . 364
Deferred Income Tax Assets | | ' ETY a0
Deferred Charges and Other Assets (v)? (vi) i 263 345
TOTAL ASSETS! ! | 1 \ 17,079 ! 14,493
i ; | ‘i ! !
E LIABILITIES AND SHAREHOLDE;RS‘ EQUITY I
Current Liabilities | '
124 E Shor‘t-Temi) Borrowings I | i ' L -
i Accounts Payable and Accrued Liabilities {ii); (ix) f 3,839 3,745
Accrued Interest Payable © | _ s 55
Dividends Payable |, i 13 13
Total Current Liabilities | j 1 4,065 3,813
o |
Long-Ferm Debt (v) Ly | \ 4618 3,630
Deferred Income Tax Liabilities (|) ()u) ! h _—2,427 1,906
Asset Retirement Obligations ' : H683 - 590
Deferred Credits and Other L|abllmes {vi) ' 597 ! 505
Non- Controlllng Interests { | 5 | T 75 ‘ 83
Shareholders’ Eqmty ' !
Common Shares no par value i ;
Authorlzeled ) Unhmlted !
Qutstanding: 2006—262,513,206 shares
{ 2005—261,140,571 shares 821 732
Contributed Surplus i ! l Y 2
Retained Earnings {i) - {xi) , | 3,945 3,418
Accumulated Other Comprehensive Income Gi); (iii); (vi) . (156} {191}
Total ShaFehoIders' Equity [ ; 4614 3,961
Commitments, Contmgenaes and Guarantees
TOTAL LIABILITIES AND SHAHEHOLDERS' EQUITY 17,079 14,493

R

| |
| |
| |
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Consolidated Statement of Comprehensive Income—US GAAP
For tlhe Three Years ended December 31, 2006
{Cdn$ millions} 2006 . 2005 2004 )
Net Income—US GAAP 579 1,110 788
Other Comprehensive Income, Net of Income Taxes: o
Translation Adjustment (iii) 2 (56) (72)
Unrealized Mark-to-Market Gain (Loss) {ii} 77 (20) 1
Minimum Unfunded Pension Liability (vi} 5 (10) (1
Adoption of FASB Statement 158 (vi} {47} - -
Comprehensive Income i 614 | 1,024 726
Consolidated Statement of Accumulated Other Comprehensive Income—US GAAP
December 31, 2006 and 2005
{Cdn$ millions) 2006 2005
Translation Adjustment (iii) . (161) (161}
Unrealized Mark-to-Market Gains (Losses) (ii) 61 . (18}
Minimum Pension Liability Adjustment (vi) ) -1 (14)
Unamortized Defined Benefit Pension Plan Costs (vi) " (56) -
Accumulated Other Comprehensive Income {AOCI) (156) {191)
12¢

Notes to the Consolidated US GAAP Financial Statements:

Under US GAAP. the liability method of accounting for income taxes was adopted in 1993. In Canada, the liability method was
adopted in 2000, In 1997, we acguired certain il and gas assets and the amount paid for these assets differed from the tax
basis acquired. Under US principles, this difference was recorded as a deferred tax liability with an increase to PP&E rather than
a charge to retained earnings. As a result, additional depreciation, depletion, amortization and impairment of $29 million was
included in net income during 2005 (2004—%42 million). The difference was fully amortized during 2005.

Under US GAAP, all derivative instruments are recognized on the balance sheet as either an asset or a liability measured at
fair value. Changes in the fair value of derivatives are recognized in earnings unless specific hedge criteria are met.

Cash flow hedges

Changes in the fair value of derivatives that are designated as cash flow hedges are recognized in net income in the same
period as the hedged itemn, Ahy fair value change in a derivative before that period is recognized on the balance sheet. The effec-
tive portion of that change is recognized in other comprehensive income with any ineffectiveness recognized in net income.

Future sale of oil and gas production: At December 31, 2003, accounts payable includes a $3 million loss on forward
contracts we used to hedge commodity price risk on the future sale of a portion of our production from the Aspen field.
These contracts expired in March 2004. Losses ($2 million, net of income taxes), that were deferred in accumulated other
comprehensive income (AQCI) at December 31, 2003, were recognized in net sales in 2004. .

Future sale of gas inventory: At December 31, 2003, accounts payable includes $11 million of losses on futures and basis
swap coniracts we used to hedge commadity price risk on the future sale of our gas inventory. Losses of $8 million (35 mil-
lion, net of income taxes), related 1o the effective portion and deferred in AOCI at December 31, 2003, were recognized in
marketing and other in 2004. Additionally, losses of $3 million ($2 million, net of income taxes), related to the ineffective
portion, were recognized in marketing and other under US GAAP in 2003. Under Canadian GAAP, the ineffective portion
"was recognized in net income in 2004.

At December 31, 2004, accounts receivable includes $6 million of gains on futures contracis and swaps we used to hedge
commadity price risk on the future sale of our gas inventory. Gains of $6 million ($4 million net of income taxes}, related to
the effective portion and deferred in AQCI at December 31, 2004, were recognized in marketing 2nd other in 2005.
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At December 31, 2005 .accounts payable includes osses of ?35 million on futures contracts and swaps we used to hedge
commodrty price risk on the future sale of our gas inventory. Losses of $24 million {($16 million, net of income taxes), related
10 the effectwe portron and deferred in AOCI at December 31, 2005 were recognized in marketing and other in 2006. The
meffectwe portion of the Iosses of $11 million ($7 million, net hf income taxes) was recognized in US GAAP net income in
2005, Under Canadlan GAAP, the ineffective portion was recognlzed in marketing and other in 2006.

At December 31,,2006, accounts receivable includes galns iof $25 million on futures contracts and swaps we used to
hedge commodlty pnce risk on the future sale of our gas mventory Gains of $23 million ($16 million, net of income taxes),
related Ito the effectrve portion, have been deferred in AQCI untll the underlying gas inventory is sold. These gains will be
reclassified to marketing and other as the contracts settle over the next 12 months. The ineffective portion of the gains of $2
million :(52 million, nét of taxes) was recognized in marketing and other in 2006.

Also included in AQCI at December 31, 2006 are gains of i$65 million (345 million, net of income taxes) related to de-
desrgnated cash flow hedges as described in Note 7(b}. These galns will be reclassified to marketing and other over the next
12 months. Under Canadian GAAP, these deferred gains are mcluded in accounts payable and accrued liabilities.

Fair value hedges *

Both the derivative |nstrulrnent and the underlying commltment are recognized on the balance sheet at their fair value.
The change in fair value of both are reflected in net income. At December 31, 2006, we had no fair value hedges in place.
Under US GAAF, exchange gains and losses arising from the translation of our net investment in self-sustaining foreign
operations are included in comprehensive income. Additionallyi exchange gains and losses, net of income taxes, from the
translation of our US-dollar long-term debt designated as a hedge of our foreign net investment are included in comprehen-
sive incorne Cumulati\l/e amobnts are included in AGCI in the Consolidated Balance Sheet—US GAAR
Under Canadlan GAAP we defer certain development costs arlud all pre-operating revenues and costs to PP&E. Under US
GAAP, these costs have been mduded in operating expenses. As a result;
| ope:ratmg expenses |nclude pre-operating costs of §3 mrl\ron {($2 million, net of income taxes) (2005—3$10 million ($6

million net of income taxes), 2004—3%S million {$6 miflion, det of income taxes}); and
I PP&E is lower under US GAAP by $28 million (December 31! 2005—3%25 million).

Under US GAAP, discounts on long-term debt are classified as a'reduction of long-term debt rather than as deferred charges
and other assets. Discounts of $55 million {(December 31, 2005—$57 million) have been included in long-term debt.
On December 31, 2006, 'we adopted FASB Statement No. 158 Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans as described under changes in accounting policy—US GAAP At year-
end, the unfunded - amount of our defined benefit pension plans was $81 million. This amount has been
lncluded in deferred credlts and other liabilities and $56 million, net of income taxes, has been included in AOCI.
Prior tol the adoption of FAS ,1 58 on December 31, 2006, we included our minimum unfunded pens:on liability in deferred
credits and other liabilities and in AOCI. At December 31, 2005, '$26 miillion was included in deferred credits and other fiabili-
ties, $4Imil'lion was in'cluded in deferred charges and other assets and $14 million, net of income taxes was included in AOCH
During the year, aur mlnlmum unfunded pension liability decrealsed by $5 million, net of income taxes (2005 - increased by
$10 rnrllron net of income taxes 2004 - increased by %1 m|II|on net of income taxes).
On January 1, 2003, we adopted FASB Statement No. 143, Accountrng for Asset Retirement Obligations (FAS 143) for US GAAP
reportlng purposes. We adopted the equivalent Canadian standard for asset retirement obligations on January 1, 2004. These
standards are consistent, except for the adoption date, which resulted in our PP&E under US GAAP being lower by $19 million,
As deséribed in Note 12(c), our existing stock optron plan was modrfred to a tandem option plan in 2004 to include a cash fea-
ture. Prror to the modification of our stock optlon plan, we accounted for stock options using the fair-value method. Following
the addmon of the cash feature, we account for stock options usung the intrinsic-value method. As a result of the plan modi-
fication, we recognized an obligation of $85 million for our tandem options under both Canadian and US GAAP. This resulted
in a one-time, non-cash expense to net income for Canadian GAAP purposes of $54 million, net of tax, in the second quarter
of 20011. For US GAAP purposes, $36 million of this expense was recognized as 3 reduction of US GAAP retained earnings
! |
. o |
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and $18 million was recagnized as an expense 10 our second quarter 2004 US GAAP net income. The reduction of US GAAP
retained earnings was made in respect of stock options granted prior to the adoption of FAS 123 on January 1, 2003.

ix. Under Canadian principles, we record obligations for liahility-based stock compensation plans using the intrinsic-value
method of accouniing. Under US principles, effective January 1, 2006 obligations for liability-based stock compensation plans
are recorded using' the fair-value method of accounting. In addition, under Canadian principles as disclosed in Note 1(u), we
retroéctively adopted EIC-162 which requires the accelerated recognition of stock-based compensation expense for all stock-
based awards made to our retired and retirement-eligible employées. However, under US GAAP, the accelerated recognition
of st(I)ck-based compensation expense for such employees is only required in respect of stock-based awards granted on or
after January 1, 2006. As a result:

1 general and a_qministrative expense is higher by $42 million {$29 million, net of income taxes) for the year ended
December 31, 2006 (2005—lower by $17 million (312 million, net of income taxes));
I accounts payable and accrued liabilities are higher by $25 million at December 31, 2006 {(2005—lower by $17 million); and
1 the impact for 2004 is not material.
x. Under US GAAP gains and losses on the disposition of assets are included with transportation and other expense. Gains in
2006 of $4 million, 2005 of $4 million, and 2004 of 524 million were reclassified from marketing and other to transportation
and other. ‘
In May 2003, the FASB issued Statement No. 150, Accounting for Certain instruments with Characteristics of Both Liabilities
and 'Equity that requires. certain financial instruments, includiné our preferred securities, to be valued at fair value with
‘ chaﬁges in fair value recognized through het income. The $4 million increase in fair value from January 1, 2004 to February
9, 2004 (redemption date of preferred securities} was included in net income for the year ended December 31, 2004.

X1

Chang'es in Accounting Policies—US GAAP
Stock-Based Compensation 7

On {anuary 1, 2006, we adopted FASB Statement 123 (revised), Share-Based Payment (Statement 123(R)) using the medified
prospective approach and graded vesting amortization. Under Statement 123(R), our tandem options and stock appreciation
rights (StARS) are considered liability-based stock compensation plans. Under the modified prospective approach, no amounts
are restated in prior periods. Upon adoption of Statement 123(R), we recorded a cumulative effect of a change in accounting
principlie of $2 million. This amount was recorded in general and administrative expenses in our US GAAP Consolidated Statement
of Income in 2006. )

Prior to the adoption of Statement 123(R), we accounted for our liability-based stock compensation plans in accordance with
FASB In:terpretation 28, Accounting for Stock Appreciation Rights and Other Variable Stock Option or Award Plans (the intrinsic-value
method). Accordingly, obligations were accrued on a graded vesting basis and represented the difference between the market value
of our common shares and the exercise price of underlying options and rights. Under Statement 123(R), obligations for liability-based
stock compensation plans are measured at their fair value, and are remeasured at fair value in each subsequent reporting period.

Consistent with Statement 123(R), we account for any stock options that do not include a cash feature {equity-based stock,

compensation plans), using the fair-value method.
The impact of adopting Statement 123(R) on our results for the year ended December 31, 2006 is as follows:

Prior to ‘ After
Adoption of Adoption of Increase/
(Cdns millions) FAS123(R)  FAS123(R)  (Decrease)
Income from Continuing Operations before Income Taxes —US GAAP 1,306 1,264 (42)
Net Income—US GAAP ) 608 579 (29)
Basic Earnings per Common Share—US GAAP {$/share) 2.32 2.21 {0.11)
2.26 2.15 {0.11)

Diluted Earnings per Commaon Share—US GAAP ($/share)
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Assumptions, ' . . ' i
| : .
We use the Generalized Black- Scholes option pricing modei to estimate the fair vatue of our stock-based compensation, with

the followmg assumptronsr | Ct
|

Expected Ann:ual Dividends p:er Commion Share ($/share) ! )

! ) " op20

Expected Vo!étifity 0 ! i v 40%

Risk-Free Interest Rate ' ! i ' " 43% - 4.4%

Weighted-Average Expected ere of Compensatron Instruments (in years) ©28-30
]

l :
These assumptlons are based on[multrple factors, |nclud|ng historical exercrse patterns of employees in relatively homogenous
groups with respect to exercrse and post vesting employment termination behaviors, expected future exercising patterns for those

same homagenous groups, t'ne |mp1||ed volatility of our stock: prrce our expected future dividend levels and the mterest rate for

Government Tf Canada bonds. Our valuation-methodology and assumptions are consistent with those previously used under
FAS 123. , .] 1 |

'
! =

. L
Stock Options, | ‘ | i 1 |
| i i ' . Weighted
| 1
| [ | \ I Weighted ] Average Weighted
} ' | i ‘ ! Averlage 1+ Remaining Aggregate Average
: i | i Number Exercrse Prrce Term to Expiry  Intrinsic Value Feir Value
| ' | {thousands) , ($Iopt|on) (years) (Cdn¥ millions) {$/option)
Qutstanding at December 31, 20_05 r 15,242 ' 35 _ 3.2 450 ) 33
Outstanding at fl)ecember 3N, 20?6 !
I '
and Expected to Vest h | 15,156 35 : 3.2 445 . 34
Exercisable at December 31, 2006 | 9,345 ‘ 29 . 2.6 373 39

| h l '
The total mtnnssc value of stock optrons exercised during the year ended December 31, 2006 was $109 mi'lion (2005 $83
million; 2004 - l$60 million). As at December 31, 2006, we had $77 million of unrecognlzed compensation expense related to
stock options whrch we expect to recognrze over a weighted-average period of 1 S years.

Stock Apprecralrron Rights | | i
|

Weighted \

|
I
r - | r 5 .
I | E | . Weight:ed ' Average Weighted
| - | Average Remaining Aggregate ' Average
| 1 | E Number E)l_(ercise Price  Term to Expiry  tntrinsic Value Fair Value
; o ! {thousands) (Siriglhl) (years} {Cdn3 millions) {3/right)
Outstanding at December 31, 2006 | 6,945 . a2 ' 35 154 29
Qutstanding at D;ecember 31,20;06 ! L I ! '
and Expected to Vest i I 6,759 ' 42 . 35 151 30
"Exercisable at December 31, 2006! | 3,076 | 27 j 2.6 115 L 38

The total |n'lr|n5|c value ofrstock eirpprecratron rights exercrsed durmg the year ended December 31, 2006 was $46 million
(2005—%34 mrllron 2004-$7 mrIIron) As at December 31, 2006, ,we had $54 million of unrecognized compensation expense
related to stock 'appreciation rrghts whrch we expect to recognize over a weighted-average period of 1.6 years.

| T
Stock-Based Compensation Expense and Payments |

For the year ended December 31, 2006 stock-based compensatron expense of $252 million (2005—3%490 million; 2004—557

million} was rncILlrded in general and admrnrstratrve expense in the Consolrdated Statement of Income—US GAAP !

For the year ended December 31, 2006 cash proceeds of $16 million were received related to the exercise of stock options
{2005—%29 mlllrlon, 2004—593 mrllroln). I .

| |‘| |
I | I
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For the year ended December 31, 2006, cash of $119 million (2005—%74 million; 2004—3$10 million) was paid upon the
exercise of stock options and stock appreciation rights. The income tax benefit recorded from the exercise of stock options and
stack appreciation rights was $37 million (2005—$24 miliion; 2004—3%3 million) for the peried.

Stock Based Compensation Expense for Retired and Retirement Eligible Empioyees

CWe recognize stock-based compensation expense for our retired and retirement-eligible employees over an accelerated
graded vesting pericd in accordance with the provisions of Statement 123(R) for stock-based awards granted to employees on
or after January 1, 2006. For stock-based awards granted prior to the adoption of Statement 123(R), stock-based compensation
expense for our retired and retirement-eligible employees is recognized over a graded vesting period. If we applied the accelerated
graded vesting provisions of Statement 123(R) to stock-based awards granted to our retired and retirement-eligible employees
prior to the adoption of Statement 123(R}, our stock-based compensation expense would decrease by $10 million for the year
ended December 31, 2006 (2005—increase by $19 million; 2004—increase by $2 million).

Pension and Other Post-Retirement Benefits

On December 31, 2006, we adopted FASB Statement 158, Employers’ Accounting for Defined Benefit Pension and Other
Postretirement Plans (Statement 158), which requires, among other things, the recognition of the over-funded and under-funded
status of a defined benefit plan on the balance sheet as an asset or liability. The initial impact of the standard due to unrecognized
prior service costs or credits and net actuarial gains or losses as well as subsequent changes in the funded status is recognized
as a component of AQCI in shareholders' equity. Additional minimum pension liabilities and related intangible assets are also
de-recognized upon adoption of Statement 158.

The impact of adopting Statement 158 at December 31, 2006 reduced deferred charges and other assets by $4 millicn,
reduced deferFet':l future income tax liabilities by $22 million, increased deferred credits and other liabilities by $65 millien and
decreased AOCI by $47 million. The impact considered the additional minimum pension liability at December 31, 2006 prior to
the adoption of Statement 158.

New Accounting Pronouncements

In February 2006, the FASB issued Statement 155, Accounting for Certain Hybrid instruments, which amends Statement
133, Accounting for Derivative instruments and Hedging Activities, and Statement 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities. Statement 155 permits fair value re-measurement for any hybrid financial
instrument that contains an embedded derivative that otherwise would require bifurcation from its host contract in accordance
with Statement 133. Statement 155 also clarifies other provisions of Statement 133 and Statement 140. This statement is effec-
tive for all financial instruments acquired or issued in fiscal years beginning after September 15, 2006. We do not expect adoption
of this staternent will have a material impact on our results of operations or financial position. )

In July 2006, FASB issued FIN 48 Accounting for Uncertainty in Income Taxes with respect to FAS 109 Accounting for Income
Taxes regarding accounting for and disclosure of uncertain tax positiens. This guidance seeks to reduce the diversity in practice
assaciated with certain aspects of the recognition and measurement related to accounting for income taxes. This interpretation is
effective for fiscal years beginning after December 15, 2006. Adoption of this standard is exp\ected to increase our future income
tax liabilities by no more than $30 million and decrease our retained earnings by a corresponding amount.

In September 2006, FASB issued Statement 157, Fair Value Measurements. Statement 157 defines fair value, establishes a
framewaork for measuring fair value under US generally accepted accounting principles and expands disclosures about fair value
measurements. This statement is effective for fiscal years beginning after November 15, 2007. We do not expect the adoption
of this staterment will have a material impact on our results of operations or financial position.
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SUPPLEMENTARY DATA (UNAUDITED) .
"
; " | .
: . H [ . .
Quartlerly Flnanc!al Dat? in Accordance with'Canadian and US GAAP
} » | '
| i \ \ ) _ Quarter Ended
} ‘ | ! March 31 | June 30 September 30 December 31
{Cdn$ millions) P 1 2006 ' 2005 | 2006 2005 2006 2005 2006 2005
Net Sales ! N i 980 . 856 1,039 909 937 1,094 920 1,073 :
I [ l ; [ ;
' i i
Income (Loss) from Continuing Operations p I !
before Income Taxes |s Comprised of: ¢ . ' ’g
Oil and Gas " . % 196§ 247 |' 476 193 372 330 56 319 :
Energy Marketing | 1_ 166 | ¢ 30 | 69 54 a2 {162) 139 182 EN;
Syncrude K : 20 ¢ 19l 59 59 77 78 51 50
Chemicals® | ' 2] 7| 2 @ 10 215 - 10 il
Corporate and Other ﬁ {66) ' (286) i {92) {55) {(171) {230} (142) (128) i
I i i { 328} | 17 |} 534 249 330 231 104 433
' Y 1 ;
i i
Net lncome {Loss) frorn Contlpumg ! ‘ ;
Operatlons—Canadlan GAAP * (83) ! 13 | 408 167 199 205 77 303
US GAAP Adjustments || | 282 A @ (283) (9} (10} N
Net Im:c:me {Loss) from Continuing | H | i
. Operations—US GAAP | 199 8 | - 397 158 {84) 19 67 296 §
= | i | | { | 5
1 X
130 c Net Income (Loss}--Canadian GAAP * (83) . N : 408 | 197 199 609 77 303 ;
- US GAAP, Adjustments ', | 282 st anl @) (283) (9) {10) ) :
= Net Income (Loss)—US GAAP | 199 26 |+ 397 | 188 | (84) { 600 | 67 | 296 :
i ot 1
I, ! ' f
Earnings (Loss) per Common Share ! i
from Contlnumg Operatmns ($/share) : I '
Canadian GAAP—Ba5|c ! (0.32) | 0.06 | 1.56 1 0.64 0.76 0.79 0.29 1.16
Canadian GAAP—Diluted ! {0.32) "0.06 || 1.53 0.63 0.74 0.77 029 1.13 ‘
US GAAP—Basic | ! 0.76 . 0.03 ] 152 |« 061 {0.33) 0.75 0.26 1.13 3
US GAAP—Diluted, | i 0.74 1003 [ 1" 148 0.60 {0.33) 0.73 0.25 1.11 i
. ! : ! :
Earnings (Loss) per Con:'r!mon ‘i ‘ t.
Share ($/share) N | ' | :
Canadian GAAP—Basic | ©3)] 013 | i 15| o076 | 076 234 0.29 116 ‘
Canadian GAAP—Diluted | {0.32) 043 [ ' 153 0.75 0.74 2.28 0.29 1.13 1
US GAAP—Basic 1, | . 0.76 loao |V o152 0.72 0.33) 2.3 0.26 1.13 ¥
US GAAP—Diluted ' . ! 0.74 o0 | 148 o {0.33) 2.25 0.25 1.1
o | Con| o o] anl om |
Dividends Declared* ' ' 0.05 i0.05 t 0.05 ] 0.05 0.05 0.05 0.05 0.05
b Y ! }

Common Share Prices (3/share) | | :
Toronto Stock Exchange—High . 68.10 3550 169.50 | |, 39.85 71.22 60.67 65.79 59.54 3
Toronta Stock Exchange—Low | 54.34 2355 . 50.82 | © 2953 52.13 40.25 52.91 43.77
New York Stock Exchangé—High (US$) [ 59.94 29.18 16168 | . 3232 63.65 51.73 58.37 51.69
New York Stock Exchange—Low (uss) . 46.98 19.44 | 45.63 23.28 46.70 31.95 46.90 36.80

' ’ ! 3 G

Notes: l ' .

1 Excludes resu!u of Canadian convenﬂona.' oil and gas properties sold in the third quarter of 2005 in southeast Saskatchewan, northwest Saskatchewan, -

northeasr British Columtra and the A!berra foothills, These resules are shown as d:sconnnued operations {see Note 14 to the Consolidated Financial Staremenrs)

The fourth quarter of 2006 rncludes an ;mpamnem charge of $83 miflion, primanily relarrng to two natural gas properties in the Gulf of Mexico.

Chemnca.‘s operating profit includes a dilution gain of $193 million in the third quarter o:‘ 2005 as the result of the Canexus initial public offefing.

Includes rhe impact of changes in accoumrng policies as described in Note 1(u) to the Conschdared Financial Statements.

in February 2007, the Board Of Dnrecmrs declared a quarterly dhidend of $0.05 per common share, payable April 1, 2007, to shareholders of record on March 16 2007,
At Decemlber 31, 2006, there were 1, 454 registered hofders of comman shares and 262 513,206 common shares outstanding.
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OIL AND GAS PRODUCING ACTIVITIES AND SYNCRUDE OPERATIONS (UNAUDITED)

The following oil and gas information is provided in accordance with the FASB Statement No. 69 Disclosures about Oif and Gas
Producing Activities. It also includes information relating to our interest in Syncrude as it produces a crude oil product similar to our
oil and gas activities even though these operaticns are considered mining activities under SEC regulations.

A. Reserve Quantity Information

Our net proved reserves and changes in those reserves for our conventional operations {(excluding Syncrude) are disclosed
below. The net proved reserves represent management’s best estimate of proved oil and natural gas reserves after royalties.
Reserve estimates for each property are prepared internally each year, and at least 80% of the reserves {including Syncrude) have
been assessed by independent qualified reserves consultants.

Estimates of crude oil anc natural gas proved reserves are determined through analysis of geoclogical and engineering data,
and demonstrate reasonable certainty that they are recoverable from known reservoirs under economic and operating conditions
that existed at year end. See Critical Accounting Estimates in Item 7 for a description of our reserves estimation process.

United Other
Total Yemen ' Canada United States Kingdom Countries *

Conventiona! oil and bitumen are in
mmbbls and natural gas is in bct Qil Gas Gil Qi Gas Bitumen? Cil  Gas Gl  Gas oil

Proved Developed and
Undeveloped Reserves *

December 31, 2003 289 661 110 97 405 4 67 256 - - 11
Extensions and Discoveries 244 33 1 3 18 239 1 15 - - -
Purchases of Reserves in Place 127 23 - 1 - - - - 126 23 -
Sales of Reserves in Place (1) (3) - (1) (2) - - (N - - -
Revisions of Previous Estimates (265) {25} {12 (11) (7 {243) (3] (9) 3 {9) 4
Production 43) (89) (19) (100 (42) - {10y  (46). {1 (1) {3)

December 31, 2004 51 600 80 79 ar2 . - 52 215 128 13 12
Extensions and Discoveries 15 11 5 4 47 - 1 57 5 7 -
Purchases of Reserves in Place "2 - - 2 - - - - - - -
Sales of Reserves in Place {28) (80) - (28) (80) - - - - - -
Revisions of Previous Estimates 9 (18) {3) 2 3 - {5) (21) 15 - -
Production {45) (81) (23) (9) {37) - {7) (36) {5) (8) 1)

December 31, 2005 304 532 59 50 305 - 41 215 143 12 n
Extensions and Discoveries 52 B9 1 ] 54 - 2 26 23 9 25
Purchases of Reserves in Place - 1 - - 1 = - - - - -
Sales of Reserves in Place - - - - - - - = - - -
Revisions of Previous Estimates 231 {16) (3) 3 (13) 219 (8) (12) 19 9 1
Production (38) (14) 19 {6) (33) - {(5) (34) (6) {7 (2)

December 31, 2006 549 532 38 48 314 219 30 195 179 23 35

Proved Developed Reserves ® !

December 31, 2004 199 518 49 72 348 - 48 166 - 20 4 10

December 31, 2005 154 438 46 44 275 - 37 161 17 2 10

December 31, 2006 | 286 460 33 a4 287 40 28 161 131 12 10 |
Notes:

1 Under the terms of the Masila and the Block 51 production sharing contracts, production is divided into cost recovery ol and profit oil. Cost recovery oil provides for the
recovery of all our costs and those of our partners. Remaining production is profit oil, which is shared batween the partners and the Government of Yemen based on
production rates, with the partners' share ranging from 20% to 33%. The Gavernment's share of profit oil represents its royalty interest and an amount for income faxes
payable in Yemen. Yemen's net proved reserves have been determined using the economic interest method and include our share of future cost recovery and profit oit
after the Government's royalty interest, burt before reserves relating to income taxes payable. Under this method, reported reserves will increase as oif prices decrease (and
vice versa) as the barrels necessary to achieve cost recovery change with prevailing oil prices. Production includes vohimes used for fuel.

2 Reprasents bitumen reserves from the insitu recovery of Canadian oif sands, rather than upgraded synthetic crude off reserves to be soid.

'3 Represents reserves in Nigeria and Colombia, . '

4 Proved &il and gas reserves are the estimated quantities of natural gas, crude oil, condensate and natural gas liquids that geological and engineering data demonstrate
with reasonabile certainty can be recovered in future years from known reservoirs under existing economic and operating conditions. Reserves are considered “proved” if
they can be produced economically, as demonstrated by either actual production or conclusive formation test.

5 Proved developed oil and gas reserves are expected to be recovered through existing wells with existing equipment and operating methods.
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Our net proved reserves and changes in those reserves for our Syncrlude operations are disclosed below. Additional dlsclosures
required by SEC Industry Guide 7 are on pages 22 and 23. The net proved reserves represent management’s best estlmate of
proved synthetic reserves aftdr royalties. | '

. Estimates of Syncrude’s synthetrclcrude oil reserves are based on detalled geological and engineering assessments of the bitu-
men volume in-place, the mlmng plan historical extractlon recovery and upgrading yield factors, installed plant operating capacity
and operatmglapproval limits. The i ln -place volume, depth and grade are established through extensive and closely spaced core
drilling. In accordance with the approved mining plan, there are an est;mated 1, 780 million tons of economically extractable oil
sands in the Base and North: Mrnes wrth an average bitumen grade of pD 6 weight percent. The Aurora North Mine contalns an

" estimated 4 81 0 million tons of economrcally extractable oil sands at an average bitumen grade of 11.2 weight percent Aurora

South Lease 31 contains measured economlcally extractable 0|I sands of 4,309 mrlllon tons at an average bitumen grade of 10.8
weight percent ! ;
|

t
; . I ! ) Synthetic Crude Oil .
| | C | < Base Mine '
l I i and North
(millians of barrels) | . ] | ; : Mine ! Aurora? ' Total
December 31, 2003 ! | ; _ 55 193 . 248
: I i
Revision of Prdvious Estimates | 4)] (5) (6)
Extensions and Discoveries |} , , - 19 ©19
Production | H ! ' (4) (2) {6)
December 31, 2004 i ! ! ! 50 205 255
Revision of Prelwous Estimates I . ; : i - (4) {4)
Extensions and Discoveries : ! : - 19 19
Production | N | i ; {3 (3 {6)
December 31, 2005 fF | ] i 47 217 264
Revision of Pre{vious_ Estimates(r ' ; ‘ 1 4 5
Extensions and Discoveries !, \ ! ‘ - n o
Production ! " i ' f (3 (e} (6)
December 31, 2006 o ' ‘ ] , 45 228 ' 274
Notes: j i I :

1 leases 17 and 22.
2 leases 10 12, ill and 24,

|
1
|
|
|
{
f
|
|
I
I
|
|
|
|

i
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B. Capitalized Costs {excluding Syncrude operations)

Proved * Unproved Accumulated Capitalized
(Cdn$ millions) Properties Properties DD&A Costs
December 31, 2006
Yemen 2,404 - (2,128} 276
Canada 3,787 227 {1,467} 2,547
United States " 2768 121 (1,445) 1,444
United Kingdom 14,325 385 (432} 4,278
Other Countries 99 150 (78} 171
Total Capitalized Costs 13,383 881 (5,550) 8,716
December 31, 2005 1
Yemen 2,243 - {1,841) 402
Canada 3,463 143 {1,330) 2,276
United States 2,323 114 {1,159) 1,278
United Kingdom 3,603 410 . {216) 3,797
Other Countries a8 161 {119) 130
Total Capitalized Costs 11,720 828 {4,665) 7,883
December 31, 2004
Yemen . 2,022 16 {1,550) 488
Canada 3,732 136 {2,025) 1,843
United States 2,102 147 {1,037) 1,212
United Kingdom 317 382 {16} 3,483
Other Countries. a7 98 (408) 127
Total Capitalized Costs ) 11,410 779 (5,0386) 7,153
C. - Costs Incurred (excluding Syncrude operations)
Oil and Gas
Total United United
{Cdn$ millions) ) Qil and Gas Yemen Canada States Kingdom Other
Year Ended December 31, 2006 .
Property Acquisition Costs
Proved 13 - 12 - ] -
Unproved 125 - 105 19 1 -
Exptoration Costs 514 37 74 242 Al 90
Development Costs 2,051 Tas 884 399 595 28]
Asset Retirement Costs 69 4 5 4 56 -
Total Costs Incurred 2,772 186 1,080 664 724 118 }
Year Ended December 31, 2005 )
Property Acquisition Costs
Proved 20 - 17 3 - -
Unproved 15 - - 9 6 ~
Exploration Costs 509 44 97 235 6t 72
Development Costs 1,896 236 947 139 560 14
Asset Retirement Costs 196 13 58 45 80 -
Total Costs Incurred 2,636 293 1,119 431 707 86
Year Ended December 31, 2004
Property Acquisition Costs
Proved 1,774 - 4 - 1,770 -
Unproved 1,491 - - - 1,431 -
Exploration Costs 339 22 56 162 4 95
Development Costs 1,102 267 491 267 53 24
Asset Retirement Costs 168 3 27 4 134 -
Total Costs Incurred 4,874 578 433 3,452 119

292

uaxap

YU




Financial Statements and Supplementary Data | FAS 69 Reserves
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D. R:esults of Operations for Producing Activities (

(;excluding Sync

rude operations)

134

Nexen

' Oil and Gas
' Total j United United _Other
{Cdn$ miilions) i Qil and Gas Yefnen Canada ' States Kingdom Countries '
Year Ended December 31, 2006 '
Net Sales 3,032 1,328 459 629 477 139
FroducionCors R T . . S Rt
Exploration Expense X 362 LA % 214 __4§ ______ 72
Depreciation, Depletion, o i ; '
Amortization and Impairment 1,01 Jgder 82 296 28 10
Other Expenses {Income} o 15 106 (23) 7n a4
; oW ey w3 s 5
Income Tax Provision® | 687 289 6 13 378 1
Results of Operations. t 410 542 13 23 (172} 4
Year Ended December 31, 2005 i
Net Safes K ' 3,263 1,377 609 792 366 119
Production Costs ! 511 (150 158 96 95 12
Exploration Expense | ; 251 {12 24 100 51 64
Depreciation, Depletion, i
Amoértization and Impairment 1,008 '354 197 234 210 13
Other Expenses (Income) 335 { 40 125 83 (8 95
| e 1,158 821 105 279 18 (65)
Income Tax Provision {Recovery) 411 285 32 99 7 {12)
Results of Operations 747 536 73 180 11 {(53)
Year Ended December 31, 2004 !
Net Sales ‘ 2,538 921 622 811 36 148
Production Costs ! 437 1109 156 106 : 60
Exploration Expense 246 P2 21 138 82
Depreciation, Depletion, i
Amortization and Impairment 712 169 240 258 18 27
Other Expenses ! 106 - : 4 38 19 - 45
| 5 1,037 637 167 290 3 9 (66)
Income Tax Provision 406 222 75 104 4 1
Results of Operations 631 415 92 186 5 7
7

Note:

1 2005 iand 2004 include rés'ufts of discontinued operations (see Note 14).
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E. Standardized Measure of Discounted Future Net Cash Flows and Changes Therein (excluding
Syncrude operations)

The following disclosure is based on estimates of net proved reserves (excluding Syncrude) and the period during which they
are expected to be produced. Future cash inflows are computed by applying year-end prices to our after royalty share of estimated
annual future production from proved oit and gas reservas {excluding Syncrude operations}. Future development and production
costs to be incurred in producing and further developing the proved reserves are based on year-end cost indicators. Future income
taxes are computed by applying year-end statutory tax rates. These rates reflect allowable deductions and tax credits, and are
applied to the estimated pre-tax future net cash flows.

Discounted future net cash flows are calculated using 10% mid-period discount factors. The cafculations assume the continu-

ation of existing economic, operating and contractual conditions. However, such arbitrary assumptions have not proved to be the

case in the past. Other assumptions could give rise to substantially different results.
We believe this information does not in any way reflect the current economic value of our il and gas producing properties
or the present value of their estimated future cash flows as:
1 no economic value is attributed to probable and possible reserves;
I use of 3 10% discount rate is arbitrary; and
I prices change constantly from year-end levels.

uaxapn
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7 g
!
: : ’ . ‘ ! United United Other
(Cdn§ millicns) | Total Yemen Canada States Kingdom Countries
December 31, 2006 i
Future Cash Inflows 32,247 2,330 12,678 3,151 11,437 2,651
Future Production Costs T 9,553 ___* o E:(E_-_ 7 ﬂ:“_S,é‘iSW "_ T 3’9-1;__ _5,2-36‘ B __ ) 2';’5
Future bevelopment Costs | _3as0 s wse w2 s e
Future Dismantlement and Site o _ o T e e
Restofation Costs, Net ! 1,006 1289 197 a3
Future Income Tax | - 5204 489 753 aso 3308 204
Future Net Cash Flows ' . _13,334_ . 1,“199_ o _14_48_6_5 L b_li_!B_] L _1315_3_1__ o “_1,4§_8 )
10% Discount Factor ; . 4,951 106 2,484 321 970 1,070
Standardized Measure | b [ 8,373 1,003 2,381 1,060 3,561 368
3} ; '
December 31, 2005 - ‘
Future Cash Inflows ) 23,040 3,6f5 4,558 5,002 9,190 615
' Future P}odudion Costs ' 5477 8(17 1,886 8N 1,892 81
Future Development Costs - 1,093 153 124 268 534 14
Future Dismantlement and Site f .
Restoration Costs, Net , 778 20 180 193 381 4
Future Income Tax g 4,496 ' 795 244 1,107 2,172 178
Future Net Cash Flows . 11,196 1,900 2,124 2,623 4,211 338
10% Discount Factor | ) 3,154 338 .8 ) 697 1,209 99
:' Standardized Measure 8,042 1,562 1,313 1,926 3,002 239
- 1
136 | - December 31, 2004 ’ ' ‘ ! .
° Future Calsh Inflows ' ‘ 18,950 3,779I 4,747 4,085 5,852 487
= Future Production Costs ' ' 4,781 722 2,135 613 1,271 40
Future Development Costs 1,477 ) 275 100 185 903 14
Future Dismantlement and Site 1
Restoration Costs, Net ‘ 626 . 4 149 129 336 8
Future Incjome Tax B 2,798 388, 382 845 1,058 125
Future Net Cash Flows ) 9,268 2,390L 1,981 2,313 2,284 300
10% Discount Factor 2,978 499, 760 621 1,011 77
Standardized Measure : 6,290 1,891 1,221 1,682 1,273 223
- I ' , '
Changes in the Standardized Measure of Discounted Future Net Cash Flows
The following are the principal sources of change in the standar:dized measure of discounted future net cash flows:
I : .
(Can$ millons). , ' ! 2006 2005 2004
Beginning of Year . ' i 8,042 6,290 5,517
Sates and Transfers of Qil ahd Gas Produced, Net of Production Costs . T -(2-,2:.31) {2,028) (1,674}
Net Changes in Prices and Production Costs Related to Future Production T (1,065, 3,302 142
Extensions, Discoveries and Improved Recovery, Less Related Costs ' : - 39_5: 977 {71}
Changes in'Estimated Future Development and Dismantlement Costs ﬁ(692) {135) (122)
Previous Esi\imated Future Pevelopfnent and Dismantlement Costs Incurre'ld During the o
Peried - _ , 1,048 638 604
Revisions of Previous Quantity Estimates : T 1,_936 478 (223)
Accretion of Discount ¥ ) : : BRI 799 . 692
Purchases of Reserves in Place ! T ——._ 2 15 ' 1,764
Sales of Reserves in Place : E @ (882) (20)
Net Change,in income Taxes _ ] T (_4_17) (1,412) (319)
End of Year | : ‘ i 8,373 8,042 6,290
4 I '
Note:

' iy . |
1 2004 includes approximalely $230 miilion qf negative discounted future net cash fiows refating to bitumen reserves based on year-end assumptions.
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS
ON ACCOUNTING AND FINANCIAL DISCLOSURE

There were no disagreements with accountants on accounting and financial disclosure.

ITEM 9A, CONTROLS AND PROCEDURES

EVALUATION OF DISCLOSURE CONTROLS AND PROCEDURES

Qur Chief Executive Officer and Chief Financial Officer have evaluated the effectiveness of our disclosure controls and pro-
cedures {as defined in Exchange Act Rules 13a-15{e) and 15-d-15(e}) as of the end of the period covered by this report. They
concluded that, as of the end of the period covered by this report, our disclosure controls and procedures were adequate and
effective in ensuring that material information relating to the Company and its consolidated subsidiaries would be made known
to them by others within those entities, particularly during the period in which this report was being prepared. Management
recognizes that any controls and procedures, no matter how well designed and operated, can provide only reasonable assurance
of achieving the desired contral objectives, and in reaching a reasonable level of assurance, management necessarily is required
to apply its judgement in evaluating the cost-benefit relationship of possible controls and procedures.

.

MANAGEMENT'S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING

Our management is responsible for establishing and maintaining adequate internal control over financial reporting {as.defined
in Exchange Act Rules 13a-15(f)). Under the supervision and with the participation of our management, including our principal
executive officer (CEO} and principal financial officer (CFQ), we conducted an evaluation of the effectiveness of our internal control
over financial reporting based on the Internal Control-Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission. 8ased on our evaluation, we concluded that our internal control over financial reporting is effective
as of December 31, 2006. We have documented this assessment and made this assessment available to our independent registered
Chartered Accountants. We recognize that all internal control systems, no matter how well designed, have inherent limitations.
Therefore, even those systems determined to be effective can provide only reasonable assurance with respect to financial statement

- preparation and presentation.

Qur management’s assessment of the effectiveness of our internal control over financial reporting as of December 31, 2006,
has been audited by Deloitte & Touche LLP, independent registered Chartered Accountants, as stated in their report which is on
page 138 of this Form 10-K. Deloitte & Touche LLP also audited our Consolidated Financial Statements as stated in their report
which is on page 86 of this Form 10-K.

CHANGES IN INTERNAL CONTROLS

We have continually had in place systems relative to internal contro! over financial reporting. In 2006, we implemented our
existing Systems, Applications, and Products in Data Processing (SAP} into our UK operations and, in keeping pace with growth
in our US cperations, we implemented additional inventory tracking and procure to pay process controls. The conversion of data
and the i'rnplementation and operation of SAP has been continually monitored and reviewed.

We have evaluated these changes and confirm that there have been no other changes in our internal Egntrol over financial
repbrt‘\ng during the fourth quarter of 2006 that have materially affected, or are reasonably likely to ma}erialigz é_ffect, our internal
control over financial reporting. Based on these evaluations, there were no material weaknesses in these internal controls requir-
ing.corrective action. As a result, no such'correcti've action was taken.

JU] UIXNAN
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| L | ' '
REPORT OFllNDEPENDENT REGISTERED CHARTERED ACCOUNTANTS
To the Board of Directors and Shareholders of Nexen Inc.;

e ,

We have audited management's assessment, included in the accompanying Management’s Report on Internal Control over
Financial Reporting, that Nexen Inc}and subsidiaries (the “Company")l maintained effective internal control cver financial report-
ing as of December 31, 2006, based on criteria established in Internal Control—lntegrated Framework issued by the Committee
of Sponsorrng QOrganizations of the Treadway Commission. The Companys management is responsible for maintaining effective
internal control over frnancral reportlng and for its assessment of the effectiveness of internal control over financial reporting.
Our responsrbrlrty is 10 express an oprnron on managements assessment and an opinion on the effectiveness of the Company’s
internal control over financial reportlng based on our audit.

We conducted our audrt in accordance with the standards of the Publrc Company Accounting Oversight Board {United States).
Those standards require that we plan and perform the audit to obtarn reasonable assurance about whether effective internal
centrol over frnancral reportrng was maintained in all material respects! Our audit included obtaining an understanding of internal
centrol over frnancral reporting, evaluatrng management's assessment, testing and evaluating the design and operatrng effective-
ness of rnternal control, and performmg such.other procedures as we considered necessary in the circumstances. We belreve that
our audit provrdes a reasonable basrs for our opinions. ’

A company’ internal control over financial reporting is a processl designed by, or under the supervision of, the companys
principal executive and pnncrpal ﬂnancral officers, or persons. performmg srmllar functions, and effected by the companys board
of directors, Management, 'and other personnel to provide reasonablle assurance regarding the reliability of financial reporting
and the preparation of frnan‘cral statements for external purposes in accordance with generally accepted accounting pnncrples A
company's internal control over frnancral reporting includes those policies and procedures that (1) pertain to the marntenance of
records that, in reasonable detat, accurately and fairly reerct the transactions and dispositions of the assets of the company, (2)
provide reasonable assurance that transactrons are recorded : as necesslary to permrt preparation of financial statements in accor-
dance with generally accepted accountrng principles, and that raceipts ang expendrtures of the company are being made only in
accordance wrth authorizations of management and directors of the company; and (3) provide reasonable assurance regarding
prevention orjtimely detectroin of unauthonzed acquisition, use, or disposition of the company’s assets that could have a material
effect on the frnancral statements. .

Because of the inherent Irmrtatrons of internal control over financial reportrng, including the possibility of collusion or improper
management Yoverride of centrols, matenai misstatements due 1o error or fraud may not be prevented or detected on a timely
basis. Also, pro;ectrons of any evaluataon of the effectiveness of the internal control over financial reporting to future periods are
subject to the risk that the controls may become inadequate because of changes in conditions, or that the degree of compliance
with the pohcres or procedures may deteriorate. ‘

In our opinion, management s assessment that the Company maintained effective internal control over financial reporting as
of December 31, 2006, is fairly stated in all material respects, based on the criteria established in Internal Control—Integrated
Framework issued by the Commrttee of Sponsoring Orgamzatrons [of the Treadway Commission. Also, in our oprnron the
Company marntarned in all matenal respects, effective internal control over financial reporting as of December 31, 2006, based
on criteria establrshed in Internal Control—-—lntegrated Framework |ssued by the Committee of Sponsoring Organizations of the
Treadway Commrssron /! r '

We have also audited, m accordance with Canadian generally accepted auditing standards and the standards of the Public
Company Accountrng Oversrght Board {United States), the consolidated financial statements of the Company as of and for the
year ended Decernber 31, 2006 and our report dated February 9, 2007, expressed an ungualified opinion on those financial
statements and included a separate report on Canada- Unrted States of America reporting differences.

Calgary, Canalda

i
l , (signed) “Delpitte & Touche LLP"

February 9, 2007 ; '
1

ndependent Registered Chartered Accountants’,
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Corporate Governance

Governance is a two way stree’et. Our board and
management are committed to transparent,
meaningful disclosure and to feedback from |

stakeholders for continu?us improvement.
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ITEMS 10 AND 11. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE

PART 1l

1

GOVERNANCE, AND EXECUTIVE COMPENSATION

DIRECTORS

According to our Artictes, Nexen must have between three and 15 directors. On July 5 2006, the board determined that,
until changed, there will be 12 directors. | _

Our By-Laws provide that directors will be elected at the annual general meeting of shareowners (AGM) each year and will
hold office until their successors are elected. All of our current directors were elected at the last AGM with the exception of A
Anne Mclellan PC, who was appointed on.July 5, 2006.

This table shows our.directors' principal occupations or employment during the past five years and any other directorships they
held in public companies as at February 15, 2007. The fcllowing directors are management nominees for election to the board.

' Nexen
. Director
Name (Age) " Principal Occupation QOther Directorships Since
Charles W. Fisch;er {56) President and Chief Executive Officer (CEO) of 2000
Nexen,
Dennis G. Flanagan 27 (67) Retired oil executive. Canexus Income Fund {Chair} 2000
. NAL Oil & Gas Trust
David A. Hentschel* (73) Retired oil executive. Cimarex Energy Co. 1985
- Formerly: Oil and gas consultant.
S. Barry Jackson'' (54} Retired oil executive. } Cordero Energy Inc. 2001
1 Formerly: Chair of Resolute Energy Inc. and Chair  TransCanada Corporation (Chair)
of Deer Creek Energy Limited. TransCanada Pipelines Limited
_ ‘ {Chair) '
Kevin ). Jenkins 2 (50) Managing Director of Triwest Capital Partners 1996
Formerly: President and CEQ of The Westaim
. Corporation.
A. Anne McLellan, P.C. " (56) Counsel at Bennett Jones LLP, Barristers and Agrium Inc. 2006
' Solicitors and Distinguished Scholar in Residence at  Cameco Corporation
) the University of Alberta in the Institute for United !
i States Policy Studies :
’ Formerly: Liberal Member of Parliament for
v Edmonton Centre, Deputy Prime Minister, Minister
: of Public Safety and Emergency Preparedness and
k] Minister of Health )
Eric P. Newell, O.C. (62} Retired Chair and CEO of Syncrude Canada Ltd. Canfor Corporation 2004
Thomas C, O'Neill 2 {61) Retired Chair of PwC Consulting. Adecco S.A. 2002
‘ Formerly: CEQ of PwC Consulting. Prior to that, BCE Inc.
- COO of PricewaterhouseCoopers LLP, Global. Loblaw Companies Limited
Francis M. Saville, Q.C. " (68) Chair of Nexen. . ) 1994
" ¢ Counsel to Fraser Milner Casgrain LLP, Barristers and
' Solicitors. * '
Formerly: Senior Partner and Vice Chair of Fraser
K Milner Casgrain LLP, Barristers and Solicitors.
Richard M. Thomson, O.C. “2(73) Retired banking executive. The Thomson Corporation | 1997
John M. Willson ' {67) Retired mining executive, Aber Diamond Corporation 1996
Finning International Inc. N
. Pan American Silver Corporation
yictor ). Zaleschuk 5(63) Retired oil executive. Agrium Inc. 1997

Notes:

Cameco Corporation {Chair)

1 Al members of the Audit and Conduct Review {Audit), Corporate Governance and Nominating (Governance) and Compensation and Human Resources (Compensation)
Committees are independent. All members of the Audit Committee are independent under additional regulations for audit committee members,

n oKWk

Financial Exparts on Nexen's Augit Commitice.
Mr. Flanagan was a director of Elek-Tek Inc., a US public computer retailing company, that was subject to bankruptcy proceedings i 19598,

Mr, Hentschel was Chair and CEO of Occidental O and Gas Corporation from 1997 to 1959 and President and CEOQ of Nexen from 1995 to 1997,
M. Zaleschuk was Prasident and CED of Nexen from 1997 to 2001.
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Nexen

: : ‘ ' b
Independence and Board Committees :

The board affirmed d|rector independence in reference to our categoncal standards, which are available at www.nexeninc.com,
in place since 2003 and most recently confirmed on February 15 2007. Our categorical standards meet or exceed the require-
ments set out in SEC rdles and regulations, the Sarbanes-Oxfey Acr of 2002 (Sarbanes-Oxley), the NYSE rules, National Policy
58-201 J— Corporate Governance Guidelines, Multifateral Instrum'ent 52-110 — Audit Committees, and applicable provisions of
National Instrument 51- 101 — Standards of Disclosure for Qif and Gas Activities.

M. Flscher is not independent as he is President and,CEQ. '

Mr. Sa\nlle a director, was a senior partner of Fraser Milner Casgram LLP {FMC), Barristers and Solicitors, Calgary, Alberta until
the end of January 2004. Since February 1, 2004, he has been cgunsel with the firm, FMC provided legal services to us during
each of the last five years Mr. Saville neither selicits nor pamcmates in those services and does not recelve any portion of the
fees we pay to FMC. He is an mdependent director pursuant to our categorical standards.

Ms. McLeIIan, a director, has been counsel with Bennett Jones LLP {BJ), Barristers and Solicitors, Edmonton, Alberta, since
June 27‘,|2006. BJ proifided legal services to us during gach of the last five years. Ms. McLellan neither solicits nor participates
in those services and does not receive any portion of the fees \.;ve pay to BJ. She is an independent director pursuant to our

categorical standards. i J

!
: )
} . Committees (Number of Members}

! | Audit"?  Compensation *? Governance ' Finance Reserves * SESR
, : (©) | @) 0 " ) "
independent Outside Directars I
Denni; G.Flanagan® ' ' Vv ! ' y vV ¥
David A. Hentschel - . ! J N V
S. Barry Jackson . ) N Y v Chair
Kevin J. Jenkins $ ) V Chair Ni N
A. Anne McLellan, P.C., ' VoY ‘ ¥ N N
Eric P. Newell, 0.C. | . ' | ¥ N J
Thomas €. O'Neill * ' Chair W v J
Francis M. Saville, Q.C. 1 ‘ N ¢ ¥ ]
Richard M. Thomson, 0.C.% Vv ) , Chair v
John M. Willson N v ' ¥ Chair
Victor, I. Zaleschuk .- j . Chair N N
Management Director —— Not independent ' | '
Charles W. Fischer . ' | .
. . '
Notes: ; i ' ' I

1 Al members of the Audit and Conduct Review (Audit), Corporate Governance and Nomrnanng (Governance) and Compensation and Human Resources (Compensation)
Cumminees are rndependenr All members of the Audit Committee are .lna‘ependenr under additional reguletions for audit committee members.

2 Expenence of the members of the Audit Committee that indicates an undersrandtng of the accounting principles we use to prepare our financial statements is shown in

their bmg.raphnes on page 143,

Composmon of the Compensation Comm:rree has changed since January 1, 2006, See page 145 for details.

A ma;omy of the Reserves Review (Reserves) Committee are independent, i

Autdit comm;rree financial expert under US regulatory requirements. !

The board has considersd the circumstances of Mr. O'Neilf's service on four pubhc company audit committees incliding Nexen's. Mr. O'Neill is retired and holds neither a

full no'r a part-time employee position. His only commitments are to the boards and ‘committees on which ha serves. Mr. O'Neill has been a chartered accountant for more

than 30 years, having joined the audit firm of Price Waterhouse (now part of PncewérerhouseCoope.'s LLP} in 1567. Accordingly, the board has determined that service as

an audlt committee member on three other public companies does not impair Mr. O'Neill’s ability to serve on our Audit Committee.
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Audit Committee Financial Expert Experience

Name Experience

Flanagan Dennis Flanagan, 67, is a retired oil executive. He worked in the il and gas industry for more than 40 years with Ranger Qil Limited
{Ranger} and ELAN Energy Inc. (ELAN), most recently as Executive Chair of ELAN until it was bought by Ranger in 1997. He was involved

! in all phases of exploration and devefopm'ent in Canada, the US and the UK sector of the North Sea,
' Mr. Flanagan completed the Registered Industrial and Cost Accountant program, the predecessor to the Certified Management Ac-
countant program, in 1967. He worked in varicus acceunting and management positions at Ranger, including the position of chief
financial officer. -
Dennis is the Chair of Canexus income Fund {Canexus), an affiliate controlled by Nexen, and a director of NAL Oil & Gas Trust. He is
also founding Chair of STARS (Shock Trauma Air Rescue) Foundation.

Jenkins Kevin'Jenkins, 50, is Managing Director of Triwest Capital Partners, an independent private equity firm. He was President, CEC and a
director of The Westaim Corporation from 1996 to 2003, with businesses including technology investments, production of coin blanks,
aerospace coatings and surface engineered products. From 1985 to 1996 he held senior executive positions with Canadian Airlines
International Ltd. {Canadian). He was elected to serve on Canadian’s board of directors in 1987, appointed President in 1991 and ap-
painted President and CEQ in 1994 )

Mr. Jenkins has a Bachelors Degree in Law from the University of Alberta and a Masters of Business Administration from Harvard Busi-
ness School. He has worked in management positions with increasing leve! of responsibility including assistant treasurer, vice president
finance, executive vice president and chief financial officer, and president and CEQ.

_ Kevin is Chair of Young Life of Canada and a member of the board of World Vision Canada.

O'Neill Tom O’Neill, 61, is the retired Chair of PwC Consulting. He was formerly CEQ of PwC Consulting, COO of PricewaterhouseCoopers LLP,
Global; CEQ of PricewaterhouseCoopers LLP, Canada and Chair and CEO of Price Waterhouse Canada. He worked in Brussels in 1975

10 broaden his international experience and from 1975 to 1985 was client service partner for numerous multi nationals, specializing in
dual Canadian and US listed companies.

Mr. O’Neill has a Bachelor of Commerce Degree from Queen's University. He received his Chartered Accountant designation in 1970
and was made a Fellow (FCA) of the Institute of Chartered Accountants of Ontario in 1988. He also has an Honourary Doctorate of

uaxan
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Law from Queen's University.

Tom is a director of BCE Inc., Loblaw Companies Limited, Adecco S.A., and Ontario Teachers’ Pension Plan Board. He is also Vice Cpair
of the Board of Gavernors of Queen’s University and a director of St. Michael's Hospital.

Thomson Dick Thomson, 73, is a retired banking executive. He was with the Toronto Dominion Bank, one of Canada's largest banks, since 1957,
as President from 1972 to 1978 and as Chair from 1978 until his retirement in 1998, ¢

Mr. Thomson holds a Masters of Business Administrazion from Harvard Business School and a Bachelor of Aris and Science in Engineer-

ing from the University of Toronto. He is an Officer of the Order of Canada. .

Dick is a director of The Thomson Corparation, He is also a member of. the board of the Multiple Sclerosis Scientific Research

Foundation.

Directors’ and Officers’ Liability Insurance

We maintain a directors’ and officers’ liability insurance policy. The policy provides coverage for costs incurred to defend and
settle claims against directors and officers of Nexen to an annual limit of U5$130 million with a US$12.5 million deductible per
occurrence. The cost of coverage for 2006 was approximately US$0.9 million. Directors and officers do not pay any portion of
the premiums and no indemnity claims were made or became payable in 2006,

Directors’ and Officers’ Fiduciary Insurance

We also maintain a fiduciary liability insurance policy. The policy provides' coverage for costs incurred to defend and settle
claims against Nexen, our directors, officers and employees for breach of fiduciary duty in connection with company sponsored
plans, such as pension and savings plans. This policy has an annual limit of U$$25 million with a US$2.5 million deductible for
an indemnifiable occurrence and no deductible for a non-indemnifiable occurrence. The cost of coverage for 2006 was approxi-
mately U5$30,000. Directors and officers do not pay any portion of the premiums and no claims were made or became payable
in 2006.

e
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x : - - :
A R
Loans to Directors ' | |
As set out'in the corporate govérnance policy, we do not make loans to our directors. There are no loans outstanding from
|
|

Nexen to any bf our directors.

| r
DIRECTOR COMPENSATION | l '

Director compensation irltcludes;anhual retainers, meeting fees and equit;r-based incentive compensation in the form of
deferred share units (DSUs). {The compensation is intended to provrde an appropriate level of remuneration considering the
responsrbrlrtles time requrrements and accountability of their roles. Afl; .elements of director compensation are reviewed annually
for cornpetltlveness against a peer group of oil and gas companies by management, and then the board.

In 2003, the board adopted a polrcy stating that non-executive d|rectors would no longer be granted stock options. We do
not provrde our directors wrth any form of non-equity incentive or pensron compensation. '

There are clurrently two drrectors‘ M. Hentschel and M. Zaleschuk, both former CEO's of Nexen, who are retirees in the Nexen
pension plan. The pension benefrt prowded to these directors is for previous servrce as employees,

A DSU plan was approved for the non-executive directors in 2001, as an approprrate form of equity-based compensation
intended to provrde a completltrve Iong -term incentive aligned with shareowner interests.

In December 2006, all dlrector compensation was reviewed and canfirmed at the then-current levels.

| v .
Director Sm"nmary Corripensai::ion Table ' ‘ |

|

|

; Total " Dsu All Other Total
Name ! I Fees Earned ' | Awards? Compensation? Compensation
Fischer * | [ : | - . - - -
Flanagan® y ! 16,667 , 132,720 115,331 364,718
Hentschel | i _ 101,633 132720 2,726 237,079
Jackson | . ! -\ 116,600 132,720 2,953 252,273
Jenkins : N : 120200 | 132,720 4,411 257,331
Mctellan | Y ‘ 62,850 132,720 259 195,829
Newell - ¥ i f 91400 | 132720 4,291 228,411
O'Neill’ b | : P 132,800 132720 4,018 269,538
Saville h i ; 263,100 |, 202240 3,116 468,456
Thomson I ! , 120200 ' 132,720 5,946 258,866
willson | l | ; 116,600 , 132,720 4,308 253,628
Zaleschuk | it | \ 103367 ;| 132720 2,819 238,906
Total ! o | ©$1,345,817 $1,529,440 $150,178 $3,025,035

, q , : . .

Notes: | .

.
]

I includes all retainers and meetings fees, including fees paid in the form of DSUs,
2 The wiue of DSUs granied on December 4, 2006, based on the closing market price of Nexen common shares on the TSX on December 1, 2006 of $63.20.
3 The total va.'ue of perquisites pmwded to each director is less than both $50,000 or 10% of tora.' fees, and is nat included in this column. Amounts reflect life insurance
premiums pard by Nexen, reinvested drvrdends earned n 2006 vaiued at the closing market pnce of Nexen common shares on the T5X on the payment dares, and Canexus
fees as set out|rn note 5. . % .
As an executive officer of Nexen, Mr. Fischer i is ot paid director fees.
5 Mr. Flanagan rs the Board Chair of Canexus and was paid fees of $59,000 in 2006 received deferred m.-sr unrts of Canexus va-'ued at $48,770 and distributions on his trust
units of $4,806, This amount is rnduded in 'AfI Other Compensation”. :
}
! |

&

i
i
H
|
!

|
!
|
|
|
!
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Director Fees

Annual board and committee retainers are paid quarterly, in advance, and are pro-rated for partial service, if appropriate.
Nexen also reimburses directors for out-of-packet travel expenses. Directors are paid meeting fees for attending meetings either
in person-or by tetephone conference call. From January 1, 2006, non-executive directors are paid:

Annual Board Chair Retainer’ $150,000
Annual Board Retainer 28,100
Annual Committee Retainer (per committee) 9,100
Annual Committee Additional Chair Retainer 5,300
Apnual Audit Committee Additional Chair Retainer? 14,400
Board and Committee Meeting Fees (per meeting attended) 1,800
Notes:

I The total annual retainer paid to the Board Chair is $178, 100 and includes the Annual Board Chair Retainer and the Annual Board Retamer.
2 The total annual retainer paid to the Chair of the Audit Committee for his service on that committee is §28,800 and includes the Annual Comrmrree Retainer, the Annuar
Committee Additional Chair Retainer and the Annual Audit Committee Additional Chair Retainer.

2006 Retainers and Fees

~

Annual .
Annual Annual Committee Board Committee Total Fees

Board Committee Chair Meeting Meeting Total Fees Creditedin =~ Total Fees

Retainer Retainers Retainer Fees Fees Earned DSUs  Earned in Cash

Fischer - - - - - - - -

Flanagan ' 28,100 36,400 1,767 14,400 36,000 116,667 - 116,667

Hentschel 28,100 30,333 - 14,400 28,800 101,633 - 101,633

Jackson 28,100 386,400 5,300 14,400 32,400 116,600 116,600 -

Jenkins 28,100 36,400 5.300 14,400 36,000 120,200 - 120,200

McLellan? 12,050 18,200 - 9,000 21,600 62,850 62,850 -

Newell 28,100 27,300 - 12,600 23,400 91,400 91,400 -

O’ Neill . 28,100 36,400 19,700 12,600 36,000 132,800 - 132,800

Saville © 178,100 36,400 - 14,400 34,200 263,100 - 263,100

Thomson 28,100 . 36,400 5,300 14,400 36,000 120,200 120,200 -

Willson - 28,100 36,400 5,300 14,400 32,400 116,600 - 116,600

Zaleschuk 28,100 30,334 3,533 14,400 27,000 103,367 28,100 75,267

Total $445,050 $360,967 $46,200 $149,400 $343,800 | $1,345,417 $419,150 $926,267
Nates:

1 As an executive officer of Nexen, Mr. fischer is not paid director fees.
2 Ms. Mclelfan is taking all faes in Deferred Share Units (DSUs) until her share ownership requirernent is met.

Share Ownership Guideline

The board believes it is important that directors demonstrate their commitment to Nexen'’s growth through share ownership.
The board-approved guideline sets out that directors are expected to own or control at least 6,000 shares (DSUs count towards
share ownership) to be accumulated cver three years. Specific arrangemenis may be made when a qualified candidate might be
prevented from seNing by this guideline. The guideline is reviewed from time to time. Qwnership can be achieved by purchasing
commeon shares, participating in our dividend reinvestment plan or directing retainer fees into DSUs.

All directors, except Ms. McLellan, meet the guideline. Ms. McLellan has until July 5, 2009 to meet this guideline. She is taking
100% of her fees in DSUs until she meets the requirement and currently has 4,341 DSUs that count toward her requirement.

uaxap
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Deferred Share Units

! . o | . CL -
In 2001, a DSU plan was approved as an alternative form of compensation for non-executive directors. Under the plan, eligible

dlrectorls may elect annually to receive all or part of their fees i |n DSUs, rather than in cash. A DSU is a bookkeeping entry that i
tracks the value of one Nexen common share. When cash dlwdends are paid on Nexen common shares, eligible directors are *
credlted with additional DSUs. The number of DSUs is calculated by dividing the total amount of the dividends that would have |
been paid if the DSUs.tn the director's account were common shares by the fair market value of a common share on the payment : :
date. DSUs accumulate over a director's term of service and are not paid out until the director leaves the board, providing them b
with an'ongoing stake in Nexen during the term of service. When the director leaves the board, payments may'be made in cash : ;
or in Nexen common shares purchased on the open market, at Nexens 0pt|on ’
Grants of DSUs have been used since 2003 as equity-based compensatlon in place of stock option grants, which were dis-
contlnu?d for non-executive d‘nrectors in 2603. | ;
s - |
Deferred Share Units Granted in 2006 ! : “
| T ! 2 ‘ iy
! . i Base Value of f .
I ] Grant Date DSUs Price ! ‘ DSUs? {
‘l K ' - (#) %) '
Board Chair b ! Dec 4, 2006 3200 6320 :
Other Non-Executive Directors ‘ ' Dec 4, 2006 2,100 63.20 {
z Nores: | . ' . ' 3
- 1 The closing market price of Nexen cornmon sharves on the 15X on Decemnber 1, 2006.
c 2 The nurinber of DSUs times the base price. i {
o ' ' { ;
‘ TOPs Exerased or Exchanged and Awards Vested Durllng 2006 ’
All exercise or exchange activity in 2006 occurred within five months of the expiry date of the options. There are no vesting .
hprowsmns and, accordingly, no value realized on vesting under the DSU plan. 1
! W |
. , ‘ TOPs Awards Stock Awards 7
| ! ‘ Exercised or Shares Acquired : :
Name | i I Exchangecii > Value Realized’ on Vesting '\_lalue Realized 1 *
'I K ‘ w L A ® 5)
Hentschel: : : L 13,000 - - :
Jackson | ¥ : 13,000 - - *
Thomson ’ 19,600 - -
Zaleschuk | o , " 24,000 - - ;
T |
Note: ' |

1 Equak market price at the time of the Iexercise or exchange, minus the exercise price, as defined i the Tandem Option {TOPs) plan. :

I .
COMPENSATION COMMITTEE REPORT Lo ]

| !
The Compensatlon Commlttee assists the board in overseemg key compensation and human resources policies, CEQ and :
executive management compensatlon and executive management succession and development. The Committee reports to the
board, as set out in its mandate and the board or independent d|rectors give final approval to compensation matters.
|

' i

l . :
Changes to Committee Membershlp in 2006 ' '

Messrs. Jenkins and O'Neill joined the Committee and Messrs Hentschel and Zaleschuk left the Committee on April 27, :

2006. Thalt same date, Mr. Jenklrns was appointed Commlttee Chalr to replace Mr. Willson. Ms. McLellan joined the Committee

on luly 5, 2006. :
| :
i

! i . | |
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Key Activities in 2006

I Recommended programs for employee, executive and CEO compensation, including base salary, annual cash incentive and
long-term incentive programs (TOPs and STARs); '

I Oversaw payments and grants made under Nexen's annual cash incentive, TOPs and STARs plans;

I Recommended to the board salaries, bonuses and grants of TOPs to executive officers; '

I Evaluated CEO performance on short-term and long-term cdrporate goals and objectives, and recommended his compensa- '
tion, which was approved by the independent directors of the board;

1 Reviewed the CEQO' position description; and

I Recommended compensation programs in the form of reteation or recognition awards for key business initiatives.

Independent Consultant

The Committee engaged Mercer Human Resource Consulting (Mercer) to provide a report of confidential market data on the
CEO' compensation, and a technical analysis of the market data in light of our compensation plans and practices. The report
includes competitive compensation data from a list of peer companies, which is recommended by the independent ¢onsultant
and approved by the Committee. The decisions of the Committee are their responsibility and may reflect factors other than the
information and recommendations provided by Mercer.

Mercer also provided limited general employee compensation consulting services to Nexen in 2006. Specifically, Mercer
provided administrative services to management related to international pension arrangements. We also participated in compen-
sation surveys in Canada and international locations and purchased some of the published results: Management would obtain

. Committee approval before retaining Mercer for compensation consulting work: . \
H
Fees Billed by Independent Consultant

| uaxan

< ‘ . Percentage of Total Fees
Type of Fee Billed in 2006 billed in 2006
For independent assessment of CEQ compensation for the Committee 374780 ) 92% \
For administrative services provided to management 3,470 8%

| Total Annual Fees 3217250

100%

External Recognition and Verification

Nexen was recognized for our human resource practices during 2006, including the following:
I Named one of the 50 Best Employers in Canada by Hewitt Associates Inc.; and
I Named one of Alberta’s Top 25 Employers by Mediacorp Canada ch.

Committee Approval . :

The Committee has reviewed and discussed the compensation disclosure included in this document, including the information
on pages 144 through 164, and has recommended to the board that it be included in the Form 10-K.

Submitted on behalf of the Compensation Committee:

b Kevin Jenkins, Chair Francis Saville
. Barry Jackson Dick Thomson
_Anne Mclellan John Willson

, Tom O'Neill ;

[ .
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COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION
The rnembers of the Compensatlon Committee are set out on page 142, Mr. Saville had a relationship requiring disclosure,
the details of WhICh are set out under “Ceriain Relationships and Related Transactions, and Director Independence” on page 170.

There are no Clompensatlon Commmee interlocks during 2006. :

i
b
1

COMPENSATION DISCLOSURE .

We are commltted to bést practices in corporate governance, disclosure and transparency. This discussion of compensatlon
practices at Néxen is mtended to provide a clear understanding of our Icompensatlon objectives and programs. For 2006, we are
providing compensatlon dlsclosure that will comply with the reqmrements of the Canadian Securities Administrators. As a foreign
private issuer in the US, we are not required to disclose compensatlon ||n accordance with the SEC rules issued in 2006. We have,

howevey, cornplled with the spirit of those rules where possuble wnhout compromising required Canadian disclosure.
1

Executive Compensation Philosophy

Nexen's pohmes and practices for executive compensation are linked to its strategic business objectives, including increasing
sharepwner returns Within that framework, the overall philosophy is to compensate executives based on performance, at a level
competitive w||th our peers, and in a manner ‘designed to attract and retain a talented leadership team focused on managing
Nexen's operations, finances and assets,

Our cornplensatlon programs are designed to meet performance and competitiveness objectives. To ensure pay-for-perfor-
mance, rewards are directly linked to planned performance for Nexen and its divisions. Individual performance and contribution
are considered in determining awards. Measures are aligned with financial and non-financial goals and shareowner interests.

We use inldependem compensation surveys to benchmark the competitiveness of our compensation practices to peers,
primarily major Canadian il and gas companies and, where relevant, marketing companies. The peer group includes energy
companies with whom we compete for talent. Nexen's programs provfde responsiveness to changes in the market. We also aim
for simplicity i |n our compensation programs to support communication and employee understanding of the value of the various
components. Programs provided for the executives are generally consustent with those provided to all employees in the same
location. Whelre certain programs, such as perquisites, are only prowded to executives or senior management, it is reflective of

competitive practice and particular business needs and objectives. ;

In determining base salary annual cash and long term incentives for executive officers, the Compensation Commlttee consid- .
ers individual's performance and recommendaticns from the CEQ and CFO for their respective direct reports, in the’ ‘context of
market data orowded by management The Committee recommends al payments and grants for executive officers to the board

or |ndependent directors for approval.
: :

Executive Compensatlon Objectives .

Our compensat|on programs include three components: base salary, annual cash incentive and long-term incentive. We assess
total compensat:on and con5|der the competitiveness of each component both individually and in the aggregate. The overall goal
is to provide total compensatuon for experienced, top-performing employees between the 50th and 75th percentile as compared
to peer companies. Nexen's position is compared against the peer group annually.

| | , ‘ | .

Key Elemer;ts of Compensation
!

Component | ,  Type of Compensation Element

]
|
|
[
!
|

Form Performance Period
Fixed | ' ' Annual Base Salary | Cash 1 Year
Variable | Annual Annual Cash Incentive Cash 1 Year
Variable Long-Term Long-Term Incentive TOPs and STARs Greater than 1 Year

]
|
] ' I
!
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[
Pay Mix

Nexen's compensation programs are designed to meet both performance and competitiveness objectives, rather than a fixed
pay-mix target. As a result, actual pay levels will vary from year to year. In general, the t'érget mix between the compensation
elements is designed to provide the majarity of compensation to the executive officers in the form of at-risk pay to ensure align-
ment with shareowners. The annual cash incentive program is designed to reward delivery of results against pre-defined measures
within a short time frame. Long-term incentives reward the sustained performance of Nexén as seen in share price appreciation.
The actu'al mix between the compensation elements varies, depending on the ability of the executive to influence short-term and
long-term business results, the level and location of the executive, and competitive local market practices. The level of compensa-
tion is determined considering the competitive position of each element of compensation on its own, as well as the aggregate
of all elements, relative to competitive market data.

Target Weightings for Compensation Elements
‘ ' At-Risk Compensation '

Annual Cash Long-Term

Position Base Salary Incentive Incentive
CEQ 20% 15% 65%
CFO 25% 20% 55%
Senior VPs 0% 20% 50%
Note:

1 Reported as a percentage of tolal compensation, excluding benefits, pension and prerequisites.

Base Salaries

Mexen maintains a framework of job levels based on internal comparability and external market data to determine hase
salaries. Base salaries are determined within that framework, considering the individuals current and sustained performance, skills
and potential. Base salaries are reviewed annually against competitive data from our peer group. [ S
Annual Cash Incentives

Annual incentives provide cash compensation that is at risk and dependent upon the achievement of specific business and
operating objectives within a one-year period. Individual awards are intended to reflect a combination of overall Nexen and indi-
vidual performance, along with market competitiveness. Annual incentive awards are typically within a range of 0% to 200%
of targeted amounts.

2006 Annual Incentive Targets *

Position Minimum Target!  Maximum?
CEO : 0% 75% C150%
CFO . 0% 60% 120%
Senior VPs 0% 60% 120%
Nates:

1 Reported as a percentage of base salary.
2 Approved by the board effective January 1, 2006.
3 Target at 200%.

The board, at the recommendation of the Compensation Committee, determines the total cash available for annual cash
incentives after reviewing Nexen'’s annual financial and non-financial incentive measures. The measures in the following balanced
scorecard are commonly used metrics in our industry, and are assessed by the Committee in the context of our overall perfor-
mance and performance relative to peers. The Committee may increase or decrease the total cash available for these awards
based on their assessment.

Tuaxap
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i
) : {
2006 Annual Incentive Measures (Balanced Scorecard) i
! l t |

1

|
Financial Performance Me'asures, {50%)

Measure . Actual Results ' ! Results versus Target
I Cash flow (25%) ‘ Cash flow was $2,669 million 1 Exceeded Target
I Net incon";e {25%) E Net Income was $601 million r Below Target

0 , b

Key Qualitaltive and Quantitative Performance Measures (50%)

Measure | ) ; Results versus Target

L0
Overall Business Measures

Annual stock performance The board, at the recommendation of the Compensation

Annual relative stock performance Committee, determined that:

1 three of the measures exceeded target, inc!uding

Gross corporation G&A !
"

Net G&A | ' !
|

1

1

I Employee'recordable injury index rate
I our annual stock performance with a return of 16%
|

versus a target of 12%; and
I two were below target.

Growth and lﬁvestment Measures

) Realized oil equivalent price : ' ; The board, at the recommendation of the Compensation

! Exploratio:n and development project portfolio: Risked ! Cormmittee, determined that:

I Reserve replacement costs: Proved I three of the measures exceeded target, including

| reserve life index of 13.2 years versus a target of 12.3
1
1

years; and

FD&A costls: Proved ' !
Recycle raltio !
Reserve life index

I three were below target.

Operational Measures ,

Nexen

Production volumes ! , The board, at the recommendation of the Compensation
!
Operating costs per unlt . . Committee, determined that:

1

I 1

1 Net oil and gas G&A | | ; I two of the measures exceeded target, incILfding

1 Net oil and gas G&A per unit | operating costs of $8.77 per boe versus a target of

I Product netback | $8.86 per boe;

1 Major environmental incidents ' |} one measure, major environmental incidents of zero,

i | met target; and ,

1 three were below target, including production
! volumes of 212 thousand boe per day versus a target

of 234 thousand boe per day.

I ] |
The total cash availzble I1‘or annual incentives is distributed to er!nployees, including executives, on the basis of individual
performance.'EligibiIity for awards is defined by individual target awalrd levels that increase in refation to job responsibilities so
that the ratio of at-risk versus fixed compensation is greater for higher levels of employees. The program is reviewed annually to
ensure we continue to attract, motivate, reward and retain the high-performing and high-potential employees needed to achieve
our husiness 6bjectives while dempnstrating long-term fiscal responsibility to shareowners. Consistent with industry practice,
we have a profrt sharing arramgement as the annual |ncent|ve program for our marketing group. None of the named executive
] officers partrcrpate in the profrt sharing arrangement. The Compensatron Cornmittee recommends the program for all employees,

. including executives, to the board for approval, I
If, as a result of misconduct, the incentive measures above were restated in a way that decreased the awards, the CEO and

CFG would relrmburse Nexen properticnately as required by law.

|
|
| '

|
|
r
!
T
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Share Ownership Guidelines

All officers, except Assistant Secretaries, are required to demonstzate their commitment to Nexen through share ownership
under the following board-approved guidelines. The period to accumulate shares is five years from date of appointment, and
share ownership includes the net value of exercisable options or TOPs, flow-through shares, shares purchased and held within
the Nexen employee savings plan and any other personal holdings. All executives hold the required number of shares directly
or through the net value of their exercisable options or TOPs, See page 159 for the curreni share ownership equity at risk as a
multiple of salary of each named executive officer. The guidelines are reviewed from time to time.

Paosition Required Share Ownership
CEQ \  Three times annual salary
CFO ' Two times annual satary
Other Executive Officers One times annual salary

Long Term Incentives

The board believes employees should have a stake in Nexen's future and their interests should be aligned with those of share-
owners. Those officers and employees whose actions can most directly impact business resufts, participate in Nexen's long-term
incentive program (the TOPs and STARs plans). These plans are Nexen's only equity-based compensation for executives. In addi-
tion, we encourage employee purchases of Nexen shares in their savings plan by matching contributions up to specified limits.

Both the TOPs and STARs pians are intended to provide employees with iong-term incentive for continued high performance,
commitment to Nexan and, more importantly, alignment with the interests of our sharecwners. As Nexen’s share price rises,
grants increase in value. As equity-hased plans, the value realized by employees is directly related to changes in Nexen's share
price and shareowner interests. If Nexen’s share price falls below the exercise price of a grant, the grant will cease to have value
untif the share price rises above that level. .

Effective July 1, 2004, the shareowners approved modifying Nexen's stock option plan to a TOPs plan, which aliows employ-
ees to exchange their TOPs for a cash payment, equal to the difference between the pr-e—defined exercise price and the closing
market price on that day instead of exercising them for shares. No shares are issued when employees exchange their TOPs for a
cash pag‘(ment, which prevents further shareowner dilution over time, and provides a Canadian income tax deduction to Nexen.
The TOPs plan provides employees with the option to buy Nexen shares at a set exercise price at some future date, subject to
vesting and expiry terms. These shares may be held or sold at any time. TOPs do not provide employees with the right to vote
the shares that are subject to the plan. The TOPs plan is Nexen's only equity-based compensatian arrangement for the purposes
of disclosure requirements.

Under the TOPs plan, the board, on the recommendation of the Compensation Committee, may grant TOPs to Nexen officers
and employees. Options granted before February 2001 have a term of ten years, 20% of the grant vested after six months and
then 20% vested each year for four years on the anniversary of the grant. In February 2001, the board approved an amendment
providiﬁg that each option granted has a term of five years and vests one-third each year over three years. ’

Generally, if a change of control event occurs (as defined in the TOPs plan), all issued but unvested options will vest.

The STARs plan, introduced in 2001, provides a cash payment to participants equal to the appreciation in Nexen's share price
between the date the STARs are granted and the date they are exercised. For employees below mid-level department managers,
STARs are typically grahted instead of TOPs. The STARs grants have a five-year term and vest one-third in each of the first three
years on the anniversary date of the grant. _

The long-term incentive program is reviewed annually for competitiveness with our peer group. Market information on

options and other forms of long-term incentives, along with the dilutive impact of the program on shareowners, are considered to.

deterniine the number of TOPs and STARs granted. Market information is also used to determine the form of long-term incentives
and the extent to which employees at different levels participate in the program. Management and the Compensation Committee
4
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| ! i .
have considered alternative long-term incentive programs used by ofur peers, inciuding full-value plans such as DSUs, restricted
share units and performance-based stock options. At this time, the current long-term incentive program has been determined to
best meet Nexen's objectives, considering competitive position, retention value, tax effectiveness for our employees and Nexen,
shareowner interests, and dilution levels. !
| "

!
|
|
Grant Date and Exerclse Price !

Grants are provided under the TOPs and STARs plans to employees including executives, during the annual grant process and
at the time of hiring key positions. Smce 1998, the annual grants have occurred at the December board meeting. Nexen does not
springload grants that is, grants are not intentionally timed to occur immediately prior to the release of material information.
Granis for new hires may be approved by the CEO and typically occur shortly after the hire date. Under the plans, the exercise
price is the closing market price of Nexen's common shares on the relevant stock exchange {TSX for Canadian-based employees
or NYSE for UiS-based employees) on the day before the grarit is approved. Accordingly, back-dating is not allowed. The exercise
price of existing TOPs or STARs may not be reduced except for autor':natic adjustments under the plans, {i.e., share splits} or in
accordance vx’;‘rth TSX rules, 5 ) |

! ) ‘ .
Grants in the Last Three Years ' !
The focus in 2006 was on provrdmg awards to employees in recogmtlon of high performance, future potential within Nexen

and retentlonlrrsk o |

' ‘ Granted to i Granted Percentage of Employees  Total Number
Year I ¢ , Executive Officers  to Employees Receiving Grants Granted
TOPs - g : : ;
2006 l 740,000 1,660,500 7% 2,400,500
2005 . 592,000 | 2,799,500 20% 3,391,500
2004 | " ‘ 1,022,000 | 3,202,400 1% 4,224,400
STARs [ ' ; '-
! ]
2006 , - -, 2254300 51% 2,254,300
2005 1 ) . oo~ 1 1,843,050 39% 1,443,050
2004 : 't ' - ! 2608900 ° 34% 2,608,900
Note: I I ! i

1 Numbers of TO!|’5 and 5TARs granted have been adjusted to account for Nexen's two-for-one 'share split in May 2005.
j

Benefit and IIPension Plans ll

Nexen provides a variety of benefit and pension plans to support the health and well-being of its employees, and to encour-
age retirement! savrngs The plans are reviewed from time to time to ensure they remain competitive and continue to meet our
objectives. Market survey data is revrewed to ensure the plans provide beneflts between the 50th and 75th percentile of plans
within our peer group of companles Executlves participate in the same p!ans provided to all other employees at the same loca-
tion. , ‘ .

Disclosure i in this document is specn‘rc to the Canadian and US plans |n which the named executive officers participate. Nexen
provides a varlety of other benefrt and pension.plans outside of Canada and the US that reflect local market practices.

'Health and Welfare Benefits {

Nexen employees are prowded beneflt plans designed to protect thew health and that of their dependents, and to cover them
in the event of disability or death. Under the North American flexible beneflts plan, employees choose the level of coverage that

best fits their needs. Those who select enhanced coverage levels are requrred to contribute to the cost of that c0verage

. . |
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Employee Savings Plan
Nexen employees have the opportunity to save for short- or long-term needs in the employee savings plan. Through payroll

deducticns, all eligible Canadian employees may contribute any percentage of their base salary to purchase Nexen common .

shares, mutual fund units or a combination of both. Nexen matches employee contributions up to 6% of base salary. The extent
of matching is based on the investment option chosen and the employee’s length of participation in the plan. Alt Nexen contribu-
tions are invested in our common shares purchased on the open market and vest immediately. Canadian employee and employer
coniributions may be allocated to registered or non-registered accounts. Employees may vote the Nexen comrmoen shares they
hold in their employee savings plan. )

The emploﬁree savings plan in the US is intended to qualify under Section 401(a) and 501(a) of the Internal Revenue Code.
Nexen matches employee contributions up to 6% of eligible compensation. Nexen’s matching contribution is provided in cash,
which vests immediately.

Defined Benefit Penstion Plan (Canada)

Under this registered plan, participants contribute 3% of their reqular gross earnings, up to a plan maximum. On retirement,
participants are entitled to receive a benefit equal to 1.8% (1.7% for years pricr to 2005) of their average earnings for the 36
highest-paid consecutive months during the ten years before retirement, multiplied by the number of years of credited service. The
plan is integrated with the Canada Pension Plan (CPP) to provide a maximum oifset of one-half of the prevailing CPP benefit.

Pension benefits earned prior to January 1, 1993, may be indexed at the discretion of management’s pension committee,
considering increases in the consumer price index. Pension benefits earned after December 31, 1992, are indexed annually at an
amount between 0% and 5% and equal to the greater of: ‘

I 75% of the increase in the Canadian consumer price index, less 19%; and
I 25% of the increase in the.Canadian consumer price index.

Effactive January 1, 2005, the plan was amended to permit participants o periodically switch between the defined benefit
pension plan and defined contribution pension plan at different stages in their career. In addition, the defined benefit plan’s
accrual formula increased from 1.7% to 1.8% for participation after January 1, 2005 as stated above. Plan participants have an
opportunity to further increase their defined benefit accrual formula on a go-forward basis, from 1.8% to 2%. Employees who
choose this option must contribute an additional 2% of pensionable earnings up to an allowable maximum under the Canadian
Income Tax Act. The maximum employee contribution allowed u\nder Nexen’s plan in 2006 was $10,200.

Executive Benefit Plan (Canada)

The executive benefit plan provides supplemental retirement benefits for Canadian participants who have earned a retirement
benefit in excess of the statutory limits. This supplemental benefit provides employees with the opportunity to accrue a pension
that is aligned with their final earnings level and also ensures competitiveness within our market. Benefits that accrue under this
plan are similar to the underlying registered pension plan formufa for the defined benefit pension plan, which provides for ben-
efits of 1.7% for credited service prior to 2005 and 1.8% or 2% for credited service after that. For executive officers, annual cash
incentive payments during the last three years of participation in this plan are included for benefit accrual purposes. For annual
cash incentives, the pension benefit is accrued on the lesser of target bonus or actual bonus paid, averaged over the final three
years of participation. In 2006, all Canadian executive officers participated in the defined bénefit pension plan.

The pension éxpense for this plan is determined and recognized annually. Benefits payable for the year are paid from the cash
flows generated by Nexen's general operating revenues and reduce the related pension liability. As liabilities under this plan are
not funded outside of Nexen, a level of protection is provided to participants through a letter of credit. The letter of credit basi-
cally makes participants secured creditors up to the aggregate value of the letter of credit. This is separate from the protection
of benefits in the registered defined benefit pension plan, which is funded by a pension trust. The cost of servicing the letter of
credit for the executive benefit plan for all executive officers and employee participants in 2006 was $465,178.
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L , - F ;

At December 1, 2006, as indicated in the notes to our Consolidated Financial Statements, Nexen's supplemental pension :
plan’s accumulated benefit obligation (the projected benefit obllgatlon excluding future salary increases) for the executive benefit :
plan was $35 million and the projected benefit obligation was $53 million. The projected benefit obligation is an estimate based ‘
on contractual entitlements that may change over time: The mefhod used to determine this estimate will not be identical to the X
methodiused by other issuers and, as a result, the flgures may not be directly comparable across companies. The key assumptions 4 :
used for the projected benefit obligation were: a discount rate of 5% per year; long-term compensatlon rate increases of 4% per
year; and an expected average remaining service life of ten years

SR

Effectwe January 1, 2005, the executive benefit plan was amended 1o provide a supplemental pension allocation for defined
ontribu'tion pension plan participants who are affected by annual statutory contribution limits. In 2006, the supplementat allo-

cation for eligible participants was $29,979 and the 5upp1ementa| allocation for eligible participants is estimated to be $35,000 :
in 2007, - 5 !

f
' ! |
Defmed Contribution Pension Plan (US) :

Under this qualified retirement plan, Nexen provides parthpants with a contribution of 6% of eligible compensation up to
the socnaj security wage base and 11.5% of eligible compensation that exceeds the social security taxable wage base. For 2006,
the maximum amount,of contributions permitted by legsslation to the qualified defined contribution plans was US$20,119 .
per participant. Employees arenot permitted to contribute to the plan. nvestment decisions are made by the employee from a '
variety of mutual funds. The contributions vest after two years C:Jf service. This plan is intended to be an Employee Retirement .
Income Slecurity Act {ERISA) 404{c) plan. In 2006, there was one ;named executive officer participating in this US plan. Iy

1 .

Non- Quallfred Restoratlon Plan {US) ' “

This plan 15 an unfunded and non-qualified deferred compensatlon arrangement that provides deferred compensation ben-
efitstoa lselect group of management or senior employees. The re$turns in this plan reflect the returns on the investments selected j
by the employee in the_defined contribution pension plan (US). Thle plan is established and maintained by Nexen for the purpose- 4

of providing retirement benefits in excess of applicable legistative limits and is intended to comply fully with Section 409A of the
]
Internal Revenue Cade. - ) .

Nexen Inc,

t
[ . .
Loans tt:) Officers ' \ ' ;
As set out in the cor@orate governance policy, Nexen does not make loans to its officers. There are no loans outstanding from ,
Nexen tolany of its officers. | '

:
‘
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EXECUTIVE OFFICERS

The board determines the term of office for each executive officer. Below are Nexen’s officers, including prior offices and non-
executive positions for officers who have held their current executive positions with Nexen for less than five years. Start dates are

[Executivelafficers

indicated for officer positions with Nexen.

Effective Date of

Executive Officer

Officer (Age) Current and Past Position(s) with Nexen Current Position Since
Charles W. Fischer (56) President and CEQ and a director June 1, 2001 1994
Marvin . Romanow (51) Executive VP and CFO June 1, 2001 1997
Laurence Murphy (55) Senior VP, Internaticnal Qil and Gas January 1, 1999 1998
John B. McWilliams, Q.C. (59) Senior VP, General Counsel and Secretary May 11, 1993 - 1987
Douglas B. Otten (62) Senior VP, US Oil and Gas May 12, 1998 1990
Roger D. Thomas (54) Senior VP, Canadian Oil and Gas ] February 19, 1999 1998
Nancy F. Foster (47) Senior VP, Human Resources and Corporate Services
formerly: VP, Human Resources and Corporate Services - February 15, 2007 2000
Gary H. Nieuwenburg (48) VP, Synthetic Crude -
‘ Formerly: VP, Corporate Planning and Business
7 Development since February 16, 2001 July 11, 2002 2001
Kevin J. Reinhgn {48) VB Corporate Planning and Business Development C
. .FoFmerIy: Treasurer since October 20, 1998 July 11, 2002 1994
Una M. Power ' (42) Treasurer . ‘
‘ Formerly: Controller and Director, Corporate Insurance since
May 2, 2002; Controller and Director, Risk Manégement since
December 1, 1993 - July 11, 2002 1998
Michael J. Harris (43) Controller
Formerly: Manager, Corporate Finance—Treasury since
: December 1, 2000 December 10, 2002 2002

Note:

1 Ms. Power concurrently maintained her positicn as Controller until December 10, 2002,
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SUMMARY COMPENSATION TABLE
The compensatlon for the CEO CFO and the next three hlghest paid officers is provided. The determination of the next three

highest pald officers is based on the sum of salary, special bonus alnd non-equity cash incentive compensation.

| ‘ Annual | Long-Term Other i
| : , Non-Equity Cash E Changes in \
Name an:li \ | Spedial Incentive | Tops TOPs Pension All Other Total
1
Principal Position Year | Salary Bonus' Compensation? Awards? Awards’ Obligations * Compensation > Compensation
! 5 % (%) o {8} ® (%) (%)
Fischer, President 2006 1,150,000 500,000 1,300,000 275,000 5010654 1,673,300 101,721 9,736,175
and CEOQ 2005 , 975,000 300,000 1,500,000 200,000 3,110,490 879,300 91,464 6,856,254
! 2004 - 847,917 450,000 900,000 300,000 1,983,930 1,430,000 84,109 5,695,956
N .
Romanow \, 2006 528,000 - 402,000 80,000 1,457,645 534,800 111,973 3,034,418
3 1
Executive VP 5005 486,000 175,000 590000 62,000 964,252 176,300 83,457 | 2,475,009
and CFO 2004 ' 462,500 200,000 350,000 114,000 753,893 346,000 47,569 2,159,962
. i
Otten”, Senior VP, 3006 . 439,716 - 326,938 55,000 990,017 - 100,203 1,856,974
UsOiland Gas  pnps 423,489 - 430,154 50,000 815,163 - 95,461 1,764,267 i
1 i i
\ 2004 © 438,005 - : 227,763 80,000 572,827 - 111,291 1,349,886
oy . : c
Murphy, Senior VB, 5006 "1 455,000 300,000 342,000 65000 1,184,336 580,800 47,611 2,909,747
International 5405 " 405,000 - 410,000 50,000 777,623 141,300 38,339 1,772,262
OilandGas .50, 385,500 300,000 205000 80000 529,048 104,000 43,620 1,567,168
156 | - Thomas, Senior VB, 5006 " 445,000 - 336000 65000 1,184,336 735,800 46,986 2,748,122
® Canadian Ol 2505 394250 200,000 400,000 50,000 777,623 167,300 44,673 1,983,846
e and Gas 2004+ 373,250 - 200,000 80,000 529,048 87,000 37,191 1,226,489
Notes: | : '

T Special dlscrenonary award(s) eamed in.the year shovn. For 2006, the board app.roved a special bonus for Mr. fischer and Mr. Murphy for the success of Buzzard.

2 Refiects the value of awards earned in gach year under Nexen's anaual cash incentive program The awards are paid to the executives in the following calendiar year,

3 Reflects the fair marker value under the Black-Scholes pricing modet of TOPs granted i m the year as described in the TOPs Tables on page 158.

4 Represenls the employer service cost, p.'us changes in compensation in excess of acruanaf assumptions, fess required member contributions to the plan.

5 The total 'value of perquisites provided to each named executive officer is loss than borh 350,000 or 10% of their total annual safary plus bonus and is not included in this
column. Ref.'ects Nexen's contributions to the employee savings plan, defined conrnbunon pension plan {US), car allowance and life insurance premlums paid by Nexen,

& M Romanow is a director of Canexus and was paid fees of $34,000 and received deferred trust units of Canexus valued at $24,000 and distributions on his trust units of
$2,571 in 2006. In 2005, fre wes paid fees of $13,875, received deferred trust units va.'ueo’ at $20,000 and distributions on his trust units of $659. These amounts are
included ii m “All Other Compensation” and more detaif is on page 183, )

7 Nexen copmbured to a qualified deﬂned contribution pension plar and a restoration plan with Nexen Petroleurn U.S.A. Inc. for Mr. Otten.

Non-Equity Cash Incentive Compensation and.SpeciaI éonus

The summary compensation table above shows the awards for each year, determined under that year's annual cash incentive
program. Payment of the awards is made early the following year. Prior to 2006, Nexen reported this award as bonus in the year
paid rather than the year earned Values in the table have been updated to reflect the change in presentation. Special bonuses
include dlscretionary cash awards approved by the board for successful delivery of key business objectives, such as acquisitions

and dwestltures - ! g g'
Changes in Pensuon Obllgatlons
The 5ummary compensation; table shows the year-over-year change in pension obligations. The value reflects the employer

service co;t plus any changes in obligations resulting from compensation increases over actuarial assumptions. Actual compensa- ~
tion changes may vary from the assurned rate of compensation increase and will vary among each executive officer from year to
year, These values differ from pension benefit values reported on page 163, which disclose estimated values of annual pension
benefits earned to date, as well as at age 60 ( the earliest unreduced retirement age). These values also differ from the termination
values reported under the change of control agreements on page 164, which disclose the value of additional lump sum pension
benefits wlhich will be provided in the event of a change of controt.

i
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President and CEO Compensation

Competitive compensation information for our President and CEQ is determined based on assessments conducted by an
independent compensation consulting firm that campares similar positions in oil and gas companies. Target total direct compen-
sation (base salary plus annual cash and long term incentives) is competitive within the range of our oil and gas peer group. CEQ
compensation is approved by the independent directors of the board. '

President and CEO 2006 Goals

Mr. Fischer's responsibility is to providé direction and eadership in setting and achieving goals, which will create value for
Nexen's shareowners in the short- and long-terms. Mr. Fischer's annual cash incentive award for 2006 performance was based
on the corporate results described on page 150, which were used to determine the total cash available for the awards. Individual
cash incentive awards are determined from the available pool and disiributed to individuals based on specific goals established
for the year. Based cn the board assessment of Mr. Fischer's achievement of objectives in 2006, he was awarded an annual cash
incentive of $1,300,000, which was his target bonus times 144%. More specifically, Mr. Fischer’s goals in 2006 were to:
1 develop and implement corporate strategy, balancing short-term growth while positioning Nexen for sustainable growth;
I achieve capital, operating, and general and administrative cost perférmancé targets set out in the annual aoperating plan
(AOP},
achieve targets for operating cash flow, earnings, production levels and reserve replacement set outin the AOP;
maintain financial flexibility and liquidity to support business strategies; .
achieve top-quartile performance in safety, environmentallperformance and social responsibility;
provide for corporate management succession and development;
ensure Nexen adheres to the highest standards of integrity; and
demanstrate personal commitment to community and industry leadership.

CEO Three-Year Look-Back . .

The table below outlines the three-year histary of compensation paid *'Eo Mr. Fischer. The pension service cost from prior years
has been updated to reflect the best practice method of reporting the change in. pension obligation related to service and earn-
ings increases in that year. The calculation of these numbers in prior years applred a dlfferent method thai reported the change
in pension obligation related to service and earnings increases and non-compensatlon assumptlon changes. The values reported
previously for 2005 and 2004 were $724,000 and $1,341,000, respectively. *

CASH ' L Total 2006 2005 2004

Base Salary ) ) 2,972,917 1,150,000 975,000 847,917
Annual Cash Incentive " 4,950,000 | * 1,800,000 1,800,000 1,350,000
EQUITY L

Value of TOPs 2 oL 10,105,074 5,010,654 3,110,490 1,983,930
Total Direct Compensation : . 18,022,991 | 7,960,654 5,885,490 4,181,847
All Other Compensation 2 LT . 277,294 101,721 91,4964 84,109
Annual Change in Pension Obligation * 3,983,100 1,673,800 879,300 1,430,000
Total ; 22,288,385 9,736,175 6,856,254 5,695,956
Annual Average . Tt y.429.462

Year-End Market Capitalization {in billions) o ' 17 14 6
Market Capitalization grew by a factor of: - - 283%° o

Notes: ' . -

T Includes special bonuses of 5500 000 in 2006 for the success of Buzzard, $300,000 in 2005 for stccassful divestitures and £450,000 in 2004 for successful completion of
the UK North Sea acquisition,

2 Estimated falr value of TOPs using the Bfack Scholes pricing rmode! valued on the granr date.™

3 Reflects Nexen's conrnbur.rons to the employee savings plan, car allowance and life insurance premrums paid by Nexen.

4 Represents the employer service cost, plus changes in compensation in excess of actuarial assumprtons less required member contnburlons {o the pian
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|
In addition to the information on the previcus page in 20?6 the Compensatron Committee reviewed a broader analysis

of total CEO pay and shareowner value created from the date Mr. Fischer became CEC. This analysis included a compensation
tally sheet outlining a dollar value to each compensatlon component including: safary, annual cash incentives, awarcls benefits,
pension (mcludlng annual mcrieases to liabilities) and potentral payments on change of control. The Commmee reviewed total
compensatlon paid to Mr Frscher since his appointment o the CEO position relative to growth in shareowner value (market capi-
talrzatlon) and that growth relatrve to our‘industry peers. All of these factors are considered in determining CEO' compensation.
! h ', S : '
TOPs Tables i | l '
Nexen uses the Black Scholes pricing model, which is'a generally accepted method of measurement for this type of long-term
incentive; to value TOPs grants The actual vaiue realized on exercises may' 'be higher or lower than this value dependrng on the
Nexen share price at the time of exercise.
In the following tal:llles grant prices and numbers granted have been adjusted to account for the May 2005 share split.

! \
TOPs Grlanted in ZOTOIG | ' i .
. ] i i .
I
|

\ A Potential Realizable Value at
' Assumed Annual Rates of Share

\
!
1
|

|
|
[
1
l

Ir l % of Total 5 o Price Appreciatior]; for TOPs Term

1l T;OPs TOPs Granted .Exercise ' Expiry, TOPs ;
Name , GrantDate' Granted to Employees ~ Price’! Date Value? 5% 10%

' R b owm 5 ® o ()
Fischer | Decd, 20061 275,000 5.9 © 6320 | Dec3, 2011 5,010,654 4,801,774 10,610,664
Romanaw| Dec4, 2006 80,000 17 , 6320 | Dec3, 20m 1,457,645 1,396,880 . 3,086,739
Otten . Decd, 2006 55000 12 US$55.00 | Dec3, 2011 990,017 984,746 - 2,096,479
Murphy | Dec4,2006' 65,000 14 ' 6320 | Dec3 2011 118433 1134965 2507975
Thomas | Dec4, 2006, 65000 14 - 63.20 | Dec3, 2011 1,184,336 1,134,965 | 2,507,975
Notes. ! ! |

|
! The clasing market price of Nexen common shares an the TSX or NYSE on December l 2006.

2 Eshmared fair valye of the TOPs as at December 4, 2006 using the Black-, Schofes pncrng model.
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TOPs Exercised or Exchanged and Awards Vested in 2006

TOPs Awards

Stock Awards °

Exercised or

Shares Acquired

Name Exchanged Value Realized ? on Vesting Value Realized

# % S 3
Fischer 150,000 7,220,550 - T-
Romanow 180,000 7,750,800 - -
Otten 84,312 3,813,976 - -
Murphy 49,580 2,415,041 - -
Thomas 90,000 4,637,950 - ’ -
Notes: *

1 Nexen does not provide stock awards to its named executive officers.

2 Market price at the time of the exercise or exchange, minus the exercise price, as defined in the TOPs plan.

Equity Ownership and Changes in 2006

Executive officers meet the share ownership guidelines described on page 151. Mr. Fischer is required to hold three times his
annua! salary, Mr. Romanow is required to hold two times his annual salary and the other executive officers are required to held

one time annua) salary. ‘ ]
Dec 31, 2005 Dec 31, 2006 Net Change Equity at Risk
' Multiple of
Name Shares TOPs ' Shares 'II'OPs ! Shares TOPs 2 Value (3)2 Salary *
Fischer 74,14 1,146,000 83,258 1,229,000 9,117 83,000
Romanow 45,121 492,460 25,937 407,460 (20,184) (85,000)
Otten 55,873 246,636 35,036 230,144 (20,837} (16.492)
Murphy 48,261 99,880 55,828 118,120 7,567 18,240
Thomas 1,426 160,080 4,286 134,600 2,860 {25,480)
Notes: '

‘1 Total TOPs granted, vested and unexercised.

2 Reflects the number of TOPs that vested, minus the number exercised or exchanged during 2006, as also set out on page 160,
3 Equity at risk is the market value of common shares and vested TOPs using the closing price of Nexen shares on the TSX on December 31, 2006 of $64.20.
4. Reflects the equity at risk divided by the named executive officer’s 2006 salary amount on page 156.
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TOPs quldings and Plalue of In-the-Money TOPs ,
I i ' | Vested and Unvested Vested TOPs
: \ j ! TOPs at Dec 31, 2006 ** at Dec 31, 2006 * :
Name ,Date Granted ' Expiry Date Grant Price? Granted ? Number Value ? Number Value ?
' 3 | ) (# ) (5 * ($)
Fischer ' Feb21,1997 | Feb 20, 2007 11.900 60,000 60,000 3,138,000 60,000 3,138,000 ,‘
| May 14, 1997 , May 13, 2007 14000 40,000 40,000 2,008,000 40,000 2,008,000 j
! Feb27,1998, Feb 26, 2008 14.150 80,000 80,000 4,004,000 80,000 4,004,000 :
! Dec15, 1998 . Dec 14, 2008 8.925 100,000 100,000 5,527,500 100,000 5,527,500
Dec 14, 1999 - Dec 13, 2009 13.625 140,000 140,000 7,080,500 140,000 7,080,500 :
, Dec 12,2000 ' Dec 11,2010 18.050 140,000 140,000 6,461,000 140,000 6,461,000 ‘
' Dec10,2002° Dec9,2007 16965 200,000 200,000 9,447,000 200,000 9,447,000 g
| Decg 20031 Dec8, 2008 21.750 200,000 200,000 8,490,000 200,000 8,490,000
| Dec7,2004 . Dec#, 2009 25.435 300,000 300,000 11,629,500 201,000 7,791,765
| Deck, 2005 ' Dec5, 2010 54.570 200,000 200,000 1,926,000 68,000 654,840
' Dec4, 2006 , Dec3, 2011 63.200 275,000 275,000 275,000 - - :
Total | K ' 1,735,000 1735000 59,986,500 1,229,000 | 54,602,605 .
Romanow] Dec 12,2000 Dec 11, 2010 18050 100,000 100,000 4,615,000 100,000 4,615,000
'-Dec 10,2002 ' Dec 9, 2007 16.965 100,000 100,000 4,723,500 100,000 4,723,500
. Dec9,2003 | Decs, 2008 21.750 110,000 110,000 4,669,500 110,000 4,669,500 ;
' Dec7,2004 | Dec, 2009 25.435 114,000 114,000 4,419,210 76,380 2,960,871 )
160 - | DecB, 2005 ' Dec5,2010 54.570 62,000 62,000 597,060 21,080 203,000 :
M Decd,2006  Dec3, 2011 63.200 80,000 80,000 80,000 - -
= Total . 5 ‘ 566,000 566,000 19,104,270 407,460 | 17,171,871 '
Otten Dec 12,2000 | Dec 11,2010 18,050 80,000 71,580 3,303,417 71580 | 3,303,417 ;
| Dec 10,2002 ' Dec®, 2007  US$10.945 70,000 13,964 698,357 13,964 698,357
. Dec9,2003 , DecB 2008  US$16.690 74,000 74,000 3,218,224 74,000 3,218,224
' Dec7,2004  Dech, 2009  US$21.160 80,000 80,000 3,073,213 53,600 2,059,053
. Dec6,2005 Dec5 2010  US$47.210 50,000 50,000 442,160 17,000 150,335
' Dec4, 2006 | Dec3, 2011  US$55.000 55,000 55,000 - - -
Total ! ; ? __a0, 000 344,544 10,735,371 230,144 | 9,429,386
Murphy | Dec 10,2002  Dec9, 2007 16.965 70,000 23,100 1,001,129 23,100 1,091,129 ,
. Dec9,2003 ' Decs, 2008 21750 74,000 24,420 1,036,629 24,420 1,036,629 i
' Dec7,2004 | Decs, 2009 25.435 80,000 80,000 3,101,200 53,600 2,077,804 :
\  Dec6,2005  Dec5, 2010 54.570 50,000 50,000 481,500 17,000 163,710 :
| Decd, 2006 , Dec3,2011 63.200 65,000 §5,000 §5,000 - -
Total | ! r 339,000 242,520  5,775.458 118,120 | 4,369,272
Thomas ' Dec9,2003  Dec8, 2008 21750 . 64,000 64,000 2,716,800 £4,000 2,716,800
© Dec7,2004 ' Dec$, 2009 25.435 80,000 80,000 3,101,200 53,600 2,077,804
Dec 6, 2005 ' Dec 5, 2010 54.570 50,000 50,000 481,500 17,000 163,710 :
- ' Dec4, 2006  Dec3, 2011 63.200 65,000 65,000 65,000 - -
Total | ? . 259,000 259,000 6,364,500 134,600 | 4,958,314
Notes: l . . I /

1 Excludes grants that hase been fully exercused
2 Grant prices and numbers of TOPs granred have been adjusted to account for share sphits.
3 The cﬂfr’e.rence betweer: the market value of Nexan common shares at year end (J’SX—$64 20; NYSE—US $55.00) and the grant price of TOPs, times ‘the number of TOPs.
4 The number and value of unvested TOPs can be determined by subtracting the vested TOPs from the vested and unvested TOPs above. The value of unvested TOPs can be
confiméd on page 164 in the Change of Control table.
; ok
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Pension Plan Tahles

All named executive officers, except Mr. Otten, are members of Nexen's registered defined benefit pension plan and executive
benefit plan. Mr. Otten is employed in the US and is a member of a qualified defined contribution penswn plan and a non-quali-
fied restoration plan, described on page 154.

Estimated Pension Benefit (Canada) )

When determining the estimated value of future pension benefits for an executive officer, both tables below need to be
referenced. For example, a pension estimate based on 35 years of credited service would require the first table for actual credited
service up to and including Decemi:er 31, 2004, and the second table for credited service on and after January 1, 2005. When
estimating future pension benefits, the final average earnings outlined in the “Pension Value Earned in 2006 (Canada)” table
on page 162 should be used in both tables. The final average earnings will differ from the three-year average of base salary and
cash incentive payments reported in the summary compensation table on page 156 due to the timing of base salary increases
and because final average earnings include the lesser of target bonus and actual bonus paid.

This table shows the estimated annual pension a retiring executive officer would receive for credited service to and induding
December 31, 2004. The annual benefit is based on a pension accrual formula of 1.7% of final average earnings, less a plan CPP
offset. it includes benefits from both the defined benefit pension plan and the executive benefit plan and assumes a retirement
age of 60, the earliest age at which the individual receives full retirement benefits. The norma! benefits paid from these plans
are joint life and survivor benefits with a five-year guarantee, The benefit is payable for the participant’s lifetime and provides the
spouse with a survivor benefit of 66 23% of the monthly payment. The five-year guarantee means that if the participant dies
before receiving 60 monthly payments, the surviving spouse receives the balance of those 60 monthly payments and then receives
the reduced survivor pension of 66 272%,

Years of Credited Service through Dec 31, 2004

Final Average Earnings (3} : 5 10 15 ' 20 25
400,000 . 33,276 66,552 99,828 " 133,104 166,380
600,000 - 50,276 100,552 150,828 201,104 251,380
800,000 67,276 134,552 201,828 269,104 336,380

1,000,000 84,276 168,552 252,828 337,104 - 421,380
1,200,000 : 101,276 202,552 303,828 405,104 506,380
1,400,000 ! 118,276 236,552 354,828 473,104 591,380
1,600,000 _ 135,276 . 270,552 405,828 541,104 676,380
1,800,000 ' 152,276 304,552 456,828 609,104 761,380
2,000,000 169,276 338,552 507,828 677,104 846,380
2,200,000 186,276 372,552 558,828 745,104 931,380
2,400,000 203,276 406,552 609,828 813,104 1,016,380
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This table shows the estrmated annual pens:on benefit a retiring executwe officer would receive for credited servnce earned on
and after January 1, 2005 based on a pension benefit accrual formula of 2% of final average earnings, less a plan CPP offset. It
includes benefrts from both the defined beneflt plan and executive benefit, plan and assumes a retirement age of &0, the earliest
age at wlhrch the |nd|V|duaW recewes full retlrement benefits. |

g ;

! !
1 | 1
|

i Years of Credited Service from Jan 1, 2005

Final Average Earnings ($) . 2 |s ' 10 15 20 25
400,000 il | 15710 © 39,276 ' 78,552 117,828 157,104 196,380
600,000 L | 23,710 59,276 118,552 177,828 237,104 296,380
800,000 N ! 31,70 79,276 158,552 237,828 317,104 ¢ 396,380

1,000,000 S | 39,710 99,276 198,552 297,828 397,104 | 496,380
1,200,000 T 47,710 | 119,276 238,552 357,828 477,104 . 596,280
1,400000 ' | 55710 139,276 278,552 417,828 557,104 696,380
1,600,000 H ; 63,710 | 159,276 318,552 477,828 637,104 796,380
1,800,000 " | 7,710, 179,276 - 358,552 537,828 717,104 896,380
2,000,000 ! i 79,710 199,276 398,552 597,828 797,104 996,380
2,200,000 " i 87,710 © 219,276 438552 657,828 877,04 1,096,380
2,400.000 ’r f 95710 ' 239,276 478,552 717,828 957,104 @ 1,196,380

l - — . :

R ! | |

| i ~ }

Pension Value Earnedim 2006 (Canada) '

Addmonal past servrce creduts or accelerated service credits must be approved by the board. No accelerated service credits
were authonzed in 2008, Addrtronal past service credits authorrzed by the board for the named executive officers who participate
in the Canadian defined beneflt -pension plan and the executive benefit plan are noted below. Final average earnings for each

L

named executlve officer i |s his: ! i

l

1 average base salary for the 36 highest pard consecutwe months during the ten years before retirement;

1 plus anlnual cash |ncent|ve paymenis at the lesser of target bonus or actual bonus paid, averaged over the final three years

of participation. . I # ' ' -

i}

]
' 1
l I Years of Credited Service { '
‘ 4 I| \ FmalI ' Estimated Annual Benefit Payments
‘ "I Upto From Average Accrued Annual Pension Benefit Durl'ing the Last
Name ] Dec'31, 2004 Jan 1, 2005 Total Earnings ' : Pen5|on Benefit ! at Age 607 \Fiscal Year !
[
|] o m ) L ® )
Fischer | | | 20.587 2.00 , 631,698 951,321 -
Romanow * | 1117.504 2.00 . 278,977 476,898 -
Murphy ' | 18.67 | 2.00 " 206,087 310,285 -
| i
Thomas I 24 504 2.00 1 256,079 392,713 -
1 ' !
Notes: ' ! .
1Al .'nfonnarron as of December 31, 2006 i
2 Earfiest age at which an mdmdua.' receives full retirement benefits.
3 There were no benefit paymenrs made to me named executive officers in 2006.
4 Ten years of ao‘drtrona.' past semce credits were granted to each of Messrs. Fischer, Romanow and Thomas by the boam in 2001.
5

Mr. Romanow joined the defined beneﬁr pension plan fotlowing 7.25 year in the defined contribution pension plan. The pensicnable bonus provision recognizes a pensron

benefit for Mr Romancw basedlon his combined 26.75 years of service, while the base sa.'ary provisicn. recognizes @ pension benefit for his 19.5 years of dafined benefit

pension plan service only. The value of the pensron benefit resulting from the addrtrona.' 7. L25 years is reffactad in the pension benefi t values above.

¢! |
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Pension Benefit Obligation Increase in

- ) i
2006 (Canada)

Reported values use actuarial assumptions and methods consistent with those used in the calculation of pension liabilities and
the related annual expense as disclosed in our financial statements. As the assumptions reffect our best estimate of future events,
they may not be directly comparable to similar pension liability values disclosed by other companies.

Changes Related to

! Changes Related to  Financing Costs and
Current Service  Non-Compensation .
Obligation at Cost and Earnings Assumption Change in Obligation Obligation at
Name " Dec 31, 2005 Increases ’ Changes ? since Dec 31, 2005 -~ Dec 31, 2006
Fischer 8,687,000 1,673,800 797,000 2,470,800 ' 11,157,800
- Romanow 3,464,000 534,800 298,000 832,800 4,296,800
Murphy . 2,502,000 580,800 ' 205,000 785,80d 3,287,800
Thomas ‘ 3,209,000 735,800 251,000 986,800 4,195,800
Total ! 17,862,000 3,525,200 . 1,551,000 5,076,200 22,938,200
- :
Notes:

' ' '
T Includes the 2006 employer service cost, plus changes in compensation in excess of actuarial assumptions, jess required member contributions to the pension plan.
2 Reflects the impact of interest on prior year’s obligations, changes in discount rates used 1o measure the obfigations, the impact of assumption changes and experience

gains and losses other than those related to compensation.

Pension Value Earned in 2006 (US)

Mr. Otten is the only named executive officer who is a member of this US pension plan. He has not made any withdrawals

in 2006.
I .
Contributions under the Defined Contributions under the l
Name Contribution Pension Plan Non-Qualified Restoration Plan  Total Pension Compensation
> otten 22839 44,888 . 67,727

All Other Compensation Table

The total value of perquisites provided to any one executive officer was less than both $50,000 or 10% of the named execu-
tive officer’s total annual salary pius bonus in 2006 and, accordingly, is not disclosed. The car allowance, which provides direct

monetary value to the executive, is reported.

! Car  Life Insurance Savings Plan  Amounts Paid US Pension  Total All Other

Name Allowance * Premiums  Contributions by Canexus  Contributions Compensation
Fischer 31,200 1,521 69,000 - - 101,721
Romanow - 19,200 522 31,680 60,571 - 111,973
Otten . T 16,347 2,670 13,559 - 67,727 100,303
Murphy | 19,200 1,111 27,300 - - 47,611
1,086 26,700 - - 46,986

‘ - Thomas 19,200
] Note:

'

1 Includes fees of $34,000, deferred trust units of Canexus valued at $24,000 and distributions on his trust units of $2,571.
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Nexen

“Notes: h

, - : - r :
| i 1 ! l ! .
CHANGE OF CONTROL AGREEMENTS ‘ A

Nexen has entered |nto change of control agreements with Messrs. Fischer, Romanow, Otten, Murphy, Thomas and other
key executrves The agreements were effective October 1999, 'amended in Decembper 2000 and amended and restated in
December 2001. The agreements recognize that these executives are critical to Nexen's ongoing business. They recognize the need
to retain the executives,! protect them from employment’ rnterruptron caused by a change in control and treat them in a fair and
equrtable manner. Consistent with industry standards for executives in similar circumstances, there are no restrictions on future
employment or non-compete clauses in the agreements. Each yearj the Committee reviews the estimated payments on change of
control including the termrnanon value of pension beneflts due under the regrstered pension and executive benefnt plans.

Under these agreements a change of control includes any acquisition of common shares or other secuntres that carry the
right to cast more than 35% of‘the votes'attached to all |ssued common shares and generally, any event, transactlon or arrange-
ment that results in a person Of, group exercising effectrve control}of Nexen!

If the named executives terminate following a change'in control, they are entitled to receive salary, target bontle and benefits
for a specrfred severance perrod For Mr. Fischer and Mr.-Romanow, the severance period is 36 months if they are terminated.
Both of them may also voluntarlly terminate their employment within 12 months following a change of control with severance
periods of 36 and 30 months respectwely For Messrs, Otten Murphy and Thomas the severance period is 30 rnonths only if
they are terminated followrng a change of control.

The table below outlines the'estimated incremental payments had a change of control occurred on December 31, 2006. The
cost of base salary, bonus and benefrts represents the valiie of those compensation elements for the duration of the severance
period. Under the terms of the agreement bonus is paid ' at target for the severance period. A benefits uplift, equal to 13% of
base salary is provided inlieu of‘medlcal dental and life insurance coverage In addition, the agreement provides : 3 payment for
other employee benefits, whrch rncludes such items as car aIlowance and savings plan contributions during the severance period
and an allowance for fmancral counsellrng and career transition services.

The pension value reported is the incremental value of pen5|on resulting from the recognrt:on of salary and target bonus
over the séverance perlod as well as a tax gross-up on the resultmg lump sum payout. These additional pensuon benefits do
not include the termmatron benefits payable from the underlylng registered pension plan and executive benefit pIan that would
occur in the event of a termlnatlon or retirement not tnggered by a change of control. Regular termination values, calculated as
at December 31, 2006, are set out in the footnotes to the followmg table. The table does not include TOPs currently vested and
unexercu;edi as described |on page 160. l

| |
{

Estimated Incremental Payﬁnent on Change of Control '
I |

\ t " Additiona!

| I | | . ‘Other Lump Sum ‘ Total

| Severance, | Bonus ' Benefits Employee Value of Accelerated Incremental
Name | Period| Base! Salary Target Value ' Upliflt Benefits Pension? TOPs Value? . Payment

| (#of months) Lo ® ® (s) ) () &y
Fischers | 36' 3,600,000 2,700,000 468,000 347,500 9,426,000 5,383,895 | 21,925,395 |
Romanow | 36{ 1,620,000 972,000 210,600 192,700 3,563,000 1,932,399 8,490,699
Otten 3 I 30F 1,135,200 567,600 | 147,576 165,626 181,119 1,305,985 3,503,106
Murphy \ 30! 1,175,000 587,500 ' 152,750 = 156,400 2,410,000 1,406,186 5,887,836
Thomas | 36 1,150,000 575,000 | 149,500 154,900 3,095,000 1,406,186 6,530,586
Total ! | 8,680,200 5,402,100 1,128,426 1,017,126 18,675.119 11,434,651 | 46,337,622

! : ' |

1 Assumes a triggering event occurred on December 31, 2006 '

2 Does not include regular rermrnatron pensron vaiues for Messrs. Fischer ($9, 850 000), Romanow (£3, 708 000}, Murphy ($3,013,000) and Thomas {$3, 188, 000) The values
in this note rr;rclude the pension benefit payable untfer the registered pension plan funded from the pension trust and are payable monthly if the named executrve officer is
55 or oider, i

3 \alueof TOPs that automatically rlfesr on & change of control, based on the number of TOPs with accelerated vesting, times the closing price of Nexen common shares
on the TSX on December 31, 2006 of $64.20, less the exercise price.

4 For Mr. F.'sche.r only, the addrtronal fump surn vaiue of pension includes an incremental cosr for an early retirement reduction that is waived under the agreement.

Mr. Ctten is a member of the Deﬁ:ned Contribution Pensian Plan (US} and the Non- Ouafrfred Restoration Plan.
h | '

\ |

| ! |

{
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SHARE PERFORMANCE GRAPH ‘

" The following graph shows five years of change in the value of $100 invested in our common shares, compared to the
S&P/TSX.Composite Index, the S&P/TSX Energy Sector Index and the S&P/TSX Qil & Gas Exploration & Production Index as at
December 31, 2006. Our common shares are included in each of these indices.

Total Return Index Values? -~

450
400
350
300
250
200
150
100

50

2001 2002 2003 2004 2005 2006

2001112 2002/12 200312 2004/12 2005/12 200612
B Nexen Inc. 100.00 111.08 153.52 160.59 367.13 426.65

B S&P/TSX Energy Sector Index 100.00 113,74 142,14 185.19 302.67 321.00
W S&P/TSX Oil & Gas Exploration & :
Production Index 100.00 116.17 139.58 196.35 340.96 345.47

B S&P/TSX Composite Index 100.00 87.56 110.96 127.03 , 157,68 184.89

Note:
1 Assuming an investment of 3100 and the reinvestment of dividends.

CORPORATE GOVERNANCE

Nexen's board takes its duties and resporsibilities for good corporate governance seriously. Nexen supports and conducts
business according to the rules of the Toronto Stock Exchange (TSX), NYSE, National Policy 58-201—Corporate Governance
Guidelines and Muftilateral Instrument 52-110—Audit Committees. Except as noted below with regard to DSUs, Nexen's
corporate governance practices comply with the corporate governance practices followed by domestic companies under NYSE
listing standards. o

Nexen has a DSU plan for non-executive directors as described on page 146. For this plan, Nexen follows the TSX rules which,
unlike the NYSE rules, exempt plans from shareowner approval where the common shares issued under the plan are purchased
on the open market rather than issuing new shares.

On February 26, 2007, our CEO certified to the NYSE that he was unaware of any violation by Nexen of the NYSE's corporate
governance listing standards. Nexen also provided the required Annual Written Affirmation to the NYSE on February 26, 2007.
Nexen also filed an Interim Written Affirmation on April 28, 2006. As weli; our CEO and CFO have certified the quality of Nexen's
public disclosure to the SEC.

All Committee Mandates, including those for the Audit, Compensation and Governance Committees, and our corporate gov-
ernance policy and categorical standards are available at www.nexeninc.com, and we intend te provide cliisdosure in this manner.
Shareowners wishing to receive a copy of these documents may contact the Governance Office by terephoﬁe at 403.699.4926,
by facsimile at 403.699.7062 or by email at governance@nexeninc.com.
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| ‘ i | i |
GOVERINANCE COI\{I-MITTE;E REPORT ! \ t . ji :
The Governance_Co‘Immittee assists the board in overseeing implementation of our corporate governance programs, recom- 3' i
mending nominees for director appointments and evaluating the board, its committees and all individual directors and chairs, to ]
ensure r\iexen is implementingLbest-in-class corporare governance practices.
i " i - ¥
Prmcnples and Systems for the Management of Corporate Governance ! £}

| .
Nexen s board and management are committed to best pracuces in corporate governance as evidenced by the Committee’s y

annual aCtIVI'[IES and |tslc0mmltment to continuous Improvemem
- l | E ‘ . , J ‘
Key Actlwtles in 2006 ! i ' : ‘

I Recommended changes to'membershsp on the commnttees
| Recommended the appomtment of A. Anne McLelIan PC. to the board;
I Recommended the adopnon of a modified majority vote by-law for the election of directors;
I Recommended rewsuons torthe corporate governance policy and external communications policy; . 3
| Recommended rewsed mandates or pasition descriptions for the board individual directors, all board committees, the chairs, 48
CEQ ‘CFO and Secretary and ! X
I Consulted with Dr. Rlchard Leblanc Assistant Professor of Corporate Governance York University, on the board's performance
evalu{ahons ! . .
! i | l i ‘ :
Identlfymg Quallfled Candldates for Board and Committee Appomtments
The Committee rewews the make up of the'board and committee appointments of all directors annually and makes recorn-
mendatldns to the board The Committee considers the |ndependence tests set out in our categorical standards together with
the skillsiand preferences of the directors, in making its recommendahons The board is comprised of 12 d|rectors which is

ENLTE
i,

i

Nexen

large enough to permit’ a d|ver5|ty of views and staff the commmees without being so large as to detract from efficiency and %
eﬁectlveness A skills matrix that sets out the various areas of experuse determined to be essential to ensure appropnate stra- 3‘
tegic dlrectlon and ovelr5|ght is }completed by all d|rectors annually and reviewed by the Committee. The Commlttees review of J
board experience |nd|cates thatlthe current skills mix is appropnate The SkI"S matrix is also used to assist with board recruitment. i i
Character and behawoural qualities, including credibility, mtegnty and commumcatmn skills are also taken into’ account when i
recrumng new dlrectors X !3 g

The Comm|ttee mamtams an evergraen list of potentlal board directors comprised of people who the Commrttee recommends 4
to be asked to join the board when they are available and whose skills would complement the board. * ' tr |

The Ciommntee W|If|con5|de_r any nominee for election as a dlrtector recommended by a shareowner. See page 168 for com- é
municatin’g with the board. ' !

In 2006 the composition of tcommlttees was revised, |n part, to allow for committee chair rotation and to address shareowner
concerns w:th former Nexen CEOs on mdependent committees. In addition to the changes to the Compensatlon Committee,
noted in thelr report, the followmg changes were made;

I Mr FIanagan left as the Reserves Chair; [
I M Hentschel left Audrt and Compensation, and Jomed Flnance'

1 M Jenkms left as Fmance Chasr and joined Compensatlon as |ts Chair; !
i

|

¢ it T LB

Mr. O Neﬂl moved from SESR to Compensation;

Mr. Willson left Frnance and SESR, and came off astompensanon Cha|r ‘he joined Audit and Governance and became
Resen?les Chair; and | | ' '

I Mr. Zaleschuk left Compensation and Governance, joined SESR, and became Finance Chair.
¥ ,

|
1 1
| |
| !
.
| i
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Performance Evaluations )

The Committee conducts an annual six-part performance evaluation review during the period from October through January
designed to enable the board and individual directors to examine their effectiveness and establish goals for continuous improve- .
ment. The effectiveness criteria incorporate current Best practices and Nexen's current governance documents.

External Recognition and Verification
Nexen was recognized for its governance practices during 2006, including the following:

I Named sixth on the list of the Top 25 Boards in Canada by Canadian Business Magazine;

I Acknowledged by the Canadian Coalition for Good Governance for seven best practices and two innovations in sharecwner
communication and two best practices in compensation disclosure;

I Had an average 2006 global rating of 9.9 out of 10 and have a current rating of 10 from GovernanceMetrics International
for governance practices and disclosure; and

I John McWilliams, Q.C., received the Canadian General Counsel Award for Corporate Governance. ¢

Committee Approval
The Committee has reviewed and discussed the governance disclosure included in this document and has recommended to X
the board that it be included in the Form 10-K.

-

Submitted on behalf df the Governance Committee;

Dick Thomson, Chair Tom O'Neil! J z
Dennis Flanagan Francis Saville 'E
Kevin Jenkins John Willson -

Anne Mclellan

Ethics Policy )

Under our ethics policy, all directors, officers and employees must demonstrate a commitment to ethical business practices
and behaviour in all business relationships, both within and outside of Nexen. Employees are not permitted to commit an unethi-
cal, dishonest or illegal act or to instruct other employees to do so. Our ethics policy has been adepted as a code of ethics for
our principal executive officer, principal financial officer and principal accounting officer ar controller,

Any waivers of, or changes to the ethics policy must be board approved and disclosed. There have been no waivers since ,
January 1, 2006, or ever. The ethics policy was amended on February 14, 2007. We made minor ravisions t0 the integrity-related
policies section, re-wrote the prevention of improper payments policy description, and added subsections for the gifts and enter-
tainment and information technology acceptable use policies. Qur ethics policy provides for an external ntegrity hotline, since
February 1, 2005. ' _

Nexen's ethics paolicy is available at www.nexeninc.com and we intend to disclose any waivers of or changes to this policy
online. Our ethics policy and any'future amendments 1o it are filed on SEDAR at www.sedar.com. To request a copy of the palicy,
contact the Governance Office by calling 403.699.4926, faxing 403.699.7062 or emailing governance@nexeninc.com.
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Reporting Concerns "

Please direct any copcerns tabout Nexen’s financial statements accountlng practices or internal controls 10 either: (i) manage-
ment or‘the Chair of the Audit Committee as set out in ' the ethics policy; or, (ii) EthicsPoint, as set out below.

Employees customers, suppllers partners shareowners and ather external stakeholders wha have a concern, are encouraged

to raise |t with our Integnty Resource Centre;

’

Nexen Inc.
801 - 7th Avenue SW

By ma|I

i
|

T2P 3P7,
|

B
By email: integrity@nexeninc.com

l
|
k
|
|
| |
|
|
| | ! '
| By teiephone:‘l 403.699.4727

. t ,
| ) |

|
|
I, l Calgary, 'Alberta, Canada '
| .
|
|

Attention: Integrity Resource Centre

You may also report concerns through our mtegnty hotlrne -a secure reporting system, which is owned and managed by
EthicsPoint, an |ndependent thlrd -party service provider. To find out more about our integrity hotline and for toII free numbers
for otherlcountries, access our web site at www.nexeninc.com and click on the “Integrity Hotline" link at the top of the page

or access, 'the hotline drrectly L !

Onlme Il www.ethicspoint.com

By tloll free telephone:

I
|
!
| | ‘
Commumcatmg wnth the Board !

: |
1.866.384.4277 (D'Jorth America)

v

Shareowners may wrlte to the board or any member or members of the board in care of the following address

By rnall ! Nexen Inc.

I
| | A
: 801 - 7th Avenue SIW

: | Calgary, Alberta, Canada
i ! T2P 3P7

! i
‘ h
|

Iy - |
By email: ll board@nexeninc.com

’t .
¥ /

Attention:'_JohnB. McWiIIiams, Q.C.
| Senior Vice President, General Counsel and Secretary

We receive a number of inquiries on a large range of subjects every day. The board has consulted with management to
develop a process to assist in managing inquiries directed to the board or its members.

|
Letters and emails addressed to the board, any of its members or the independent directors, as a group, are reviewed 1o

determme'rf a response from the board is appropriate. Whrle the board oversees management, it does not partlopate in our day-
to-day functions and operatlons and is not:normally in thetbest posmon to respond 10 inquiries on those matters. Those inquiries
will be directed to the approprlate personnel for response The board has instructed the Secretary to review all correspondence

and, in his'discretion, not‘forward items that are:

I not relevant to Nexens operatlons policies or phrlosophles
1 commercral in nature or i \

'
I not appropnate for con5|derat|on by the board.

v

All inguiries will recelve a response from the board or management. The Secretary maintains a log of all correspondence sent
{0 board m|embers Dnrectors may review the log at any time and request copies of any correspondence received.

v t ’
! 1

AUDIT COMMITTEE :
See page 171 for a fuII report on the Audit Commrttee
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ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS
AND MANAGEMENT AND RELATED STOCKHOLDER MATTERS

SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS

Nexen's common shares are the only class of voting securities. Based on information known 1o Nexen, the following table

shows each person or group who beneficially owns (pursuant to SEC Regulations} more than 5% of Nexen's voting securities at
December 31, 2006.

# of Shares
Name and Address of Beneficial Owner Beneficially Owned % of Shares
Ontario Teachers' Pension Plan Board ! . 30,088,836 11.5%
5650 Yonge Street .
Toronto, Ontario, Canada, M2M 4H5
Jarislowsky, Fraser Limited ? - , 29,363,678 11.19%

Suite 2005, 1010 Sherbrooke Street \;Vest

Montreal, Quebec, Canada, H3A 2R7

Capital Research and Management Company * . 13,697,880 5.2%
333 South Hope Street

Los Angeles, California, USA, 50071

Notes:

1 The beneficial owner has sole voting and power to dispose of aif shares.

2 The beneficial owner has sole voting power aver 24,054,458 shares, shared voting power over 5,309, 220 shares and sole power to dispose of all shares.

3 The beneficial owner has sofe voting power aver 5, 187,360 shares, sole power to dispase of all shares and disciaims bencficial ownership pursuant to Rule 13d-4.

SECURITY OWNERSHIP OF MANAGEMENT .
At February 15, 2007, the fallowing directers, certain executive officers, and all directors and executive officers as a group
beneficially owned the following Nexen common shares:

Name of Beneficial Owner . Number of Shares ' Exercisable TOPs *
Charles W. Fischer ' 83,581 1,169,000
Dennis G. Flanagan 12,002 13,630
David A. Hentschel 11,380 61,000
S. Barry Jackson . 25,000 11,000
Kevin ), Jenkins 6,166 41,000
A. Anne McLellan, P.C. - -
Eric P. Newell, O.C. 6,000 -
Thomas €. O'Neill 8,000 11,000
Francis M. Saville, Q.C. . ! 4 20,800 39,132
Richard M. Thomson, O.C. . 46,002 91,600
John M. Willson 14,002 3,666
Victor J. Zaleschuk 31,451 120,000
Laurence Murphy 55,946 118,120
Douglas B. Otten 35,036 230,144
Marvin F. Romanow 26,068 ' 407,460
Roger D. Thomas 4,395 134,600
All directors and executive officers as a group (22 persons}) 487,944 2,940,372
Notes:

i The number of shares held and TOPs exercisable by each beneficial owner represents ess than 1% of the shares outstanding.
2 Includes alf TOPs exercisable within 60 days of February 15, 2007. Alf TOPs held by non-executive directors are vested.
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to d|rect0r5 Nexen does not recelve any consideration when optlons are granted.

’

!
' . ' ! ¢ Number of Securities
1

|
1
|
| '
i

| | 1
i ! !
! I
Under the terms of our TOPs Plan, the board may grant optlclms to officers and employees and, when previously allowed for,
f Remaining E
| Number of Securities to Weighted-Average Available for Future B
‘. "l ' be Issued or:\ Exercise of Exercise Price of Issuance under Equity :
Plan Category . Outstand:ing Options  Outstanding Options Compensation Plans .
Equity compensation plar{s approved by shareowners i 15,242,292 $35/option 16,235,167 ‘
Equity co!'mpensation plans not approved by shareowners - - - 3
Total ! L 115,242,292 $35/option 16,235,167
1 - " - %
i |
' ‘ ' : :
! ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, .
I ‘ . ! i
| : i AND DIRECTOR INDEPENDENCE |
| |

! .
As a!Canadian foreign pri;rate issluer, Nexen provides the dif_sclosure required under Item 7.B. of Form 20-F dealing with
“related party transactions.” Nexen did not have any related party transactions in 2006 as defined under that standard. Certain
other tralnsactlons described below invalving Nexen and certain of our directors were entered into in 2006. These transactions
are not, rlelated party transactions.
Mr. Saville, a director, was a senior partner of Fraser Mllner Casgraln (FMC), Barristers and Solicitors, Calgary, Alberta, until
the end of January 2004. Since then, he has been counsel with FMC FMC provided legal services to Nexen during each of the
iast five years Mr. Saville neither solicits nor partlcspates in the serwces rendered to Nexen and does not receive any partion or

percentage of the fees paid by Nexen to FMC. In addition, Mr. Sawlle is considered to be an independent durector pursuant to : ;
our Categorical Standards. ‘ ‘ :i

Ilnc

Nexen

1
Ms. McLeIIan a director, is counsel of Bennett Jones (BJ), Barristers and Solicitors,.Edmonton, Alberta. B provided legal ser- .
i

vices to Nexen during each of the last five years. Ms. McLellan neither solicits nor participates in the services rendered to Nexen
and does not receive ari)'r portion or percentage of the fees paid by Nexen to B). In addition, Ms. McLellan is ¢onsidered to be an
|ndependent director pursuant to our Categorical Standards. i

M. Flanagan 5 son is Senior Vice President, Engineering of Trlemn Resources Ltd. (TriAxion}. In 2006, TnAxnon acquired a |
company that was party to a commodity contract and a hedge contract with a wholly-owned sub51d|ary of Nexen. The commaodity .
contract was later replaced with two new contracts dated effectwe June 1, 2006. No payments were made in 2006 under one
of those contracts. For the other, however, Nexen paid approximately $4.5 million to TriAxion between July and December 2006
for products purchased Bt market price. Accordingly, Mr. FIanaga'n will not technically be independent as of Jully 1, 2007. Mr.
Flanagan was not aware, that the company acquired by TriAxion held contracts with Nexen. The board has determmed that Mr.

Flanagan’s 5 intellectual |ndependence was in no way impaired by thls transaction.
i

|
v}

|

|

I
|
|
|
1
;
i
| :
;
|
I
|
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!
ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES .

AUDIT COMMITTEE REPORT

The Audit Committee is directly responsible for appointing (subject to shareowner approval), compensating and oversee-
ing the independent registered Chartered Accountants (independent auditors). The independent auditors are accountable to
and report directly to the Committee, and understand that they must maintain an open and transparent relationship with the
Committee, as representatives of the shareowners. .

The Committee assists the board in overseeing internal accounting and financial reparting controls, internal and external audit
processes, and implementation of the ethics policy. ‘ '

Management is responsible for our internal controls and financial reporting process. The independent auditors are responsible
for performing and reporting on an independent audit of our consolidated financial statements according to generally accepted
auditing standards. The independent auditors also perform and report on an independent audit of our internal control over finan-

cial reporting according to the standards of the US Public Company Accounting Oversight Board. The Committee’s responsibility

is to monitor and oversee these processes.

Key Activities for 2006 '

I Met separately with management and the independ‘ent auditors 1o review the December 31, 2006 consolidated financial
statements;

I Discussed with the independent auditors matters required by Canadian regulators under Section 5751 of the General
Assurance and Auditing Standards of the Canadian institute of Chartered Accountants “Communications with Those having
Oversight Respoﬁsibility for the Financial Reporting Process” and by US regulators under the Statement on Auditing Standards
No. 61 *Communication with Audit Committees” issued by the American Institute of Certified Public Accountants; h

I Received written disclosures from the independent auditors required by the SEC according to the Independence Standards
Board Standard No. 1 “Independence Discussions with Audit Committees”; !

I Based on the reviews and discussions referred to above, recommended to the board that the audited financial statements be
included in Nexen’s annual report on Form 10-K;

I Discussed with the independent auditors that firm’s independence;

I Oversaw the progress of Section 404 Sarbanes-Oxley corhpliance activities undertaken by management and the independent
auditors to report on the effectiveness of internal control over financial reporting as at December 31, 2006; and

I Recommended changes to the ethics policy.

Audit Partner Rotation

In compliance with applicable law, the lead audit partner of our independent auditors is replaced every five years.

. .

Section 404 of Sarbanes-Oxley

Nexen is a voluntary filer of Form 10-K in the US and, due to this, has been required to comply with the requirements of
Section 404 of Sarbanes-Oxley since December 31, 2004. During 2006, management evaluated the effectiveness of our internal
control over financial reporting and concluded that it was effective as of December 31, 2006. This assessment was documented
and audited by the independent auditers as part of the integrated audit of the consolidated financial statements. Their report is
included in our Form 10-K. ‘
Auditor Engagement ’

Before Deloitte & Touche LLP is engaged by Nexen or its subsidiaries to render audit or non-audit services, the engagement
is approved by the Committee. All audit-related, tax and other services provided by Deloitte & Touche LLP since May 6, 2003,
have been approved by the Committee,

‘Ju| udxapn
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I . i
Fees Billed by Independent Auditors 1'
' r ! . Percentage -
| | i of Total
| L : ' ; Billed in Billed in Fees Billed
Type of/Fee j : 2005 2006 in 2006 ;
Audit Fees " - i ‘
For the integrated audit of Nexen's consofidated financial statements includediin our
annual report on Form 10-K ; 2,075,500' 2,332,500 N
For the integrated audit of the consolidated financial statéments of Canexus ? - 302,900 4 ‘
For th:e first, secand and third quarter reviews of Nexen's consolidated financial state- ‘
ments included in Form 10-Qs | ] 69,000 72,000 L
For the first, second and third quaner reviews of the consolidated financial 5tatements '
of Canexus ? - 45,000
For comfort letters and submissions to commissions ' 149,000 2,500
Total Audit Fees ‘ | 2,293,500 2,754,900 76% /
| . :
Audit-Related Fees — Nexen and Canexus ? E
For the annual audits and quarterly reviews of subsidiary financial statements and
employee benefit plans i 466,500 719,500 :
For audit-related work in connection with acquisitions and divestitures 391,000 - . i
Total Au"r.lit-netated Fees ! 857,500 719,500 20% 1
[ l ‘ E : -
o Tax Fees — Nexen and Canexus . : . .
z For tax return preparation assistance and tax-related consultation i 234,000 24,300
172 | < Total Tax Fees ' ' 234,000 84,300 2%
: : ;
z All Other Fees Y } 66,000 ° 86,000 2%
Total Annual Fees ! . i $3,451,000 $3.644,700 | 100% .
i ' i ‘.
Notes! \ ! '
1 Consisting of $885,500 to compfere the 2004 audit and $1,190,00C tc commence the 2005 audit,
2 Consisting of $1,032,500 to complete the 2005 audit and §1,300,000 to commence rhe 2006 audit. '
3 Includes fees for Canexus incorne Fund, Canexus Limited Partnership and its subsidiaries. L
4 Consisting of §105,000 for the 2005 audit and $197,900 fo commence the 2006 audit,
5

Annusl renewa fees for an upstream information datebase used in our UK office.
t

|

i

| ' . ‘ E

Committee Approval |
The Committee is of the wew that the provision of services by Deloitte & Touche LLP described in “All Other Fees” above is

compatlblé with malntalngng that firm’s independence. '

Based on the Committee’s discussions with management and the independent auditors, and-its review of the representations
of management and the independent auditors, the Committee recommended that the board include the audited consolidated
financial statements in Nexen's annual report on Form 10-K for thelyear ended December 31, 2006.

I ' ]
Submitted on behalf of the Audit Committee:
Tom O'Ne, Chair Kevin Jenkins ’
Dennis Flanagan . Dick Thomson I
Barry Jackson ‘ John Willson
| . ‘
l .
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, ' PART IV
ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES

FINANCIAL STATEMENTS AND SCHEDULES

We refer you to the index to Financial Statements and Supplementary Data in Item 8 of this report where these documents
are listed. .

Schedules and separate financial statements of subsidiaries are omitted because they are not required or appllcable or the
required information is shown in the Consolidated Financial Statements or notes.’

EXHIBITS :

Exhibits filed as part of this report are listed below. Certain exhibits have been previously filed with the Commission and are
incorporated in this Form 10-K by reference. Instruments defining the rights of holders of debt securities that do-not exceed
10% of Nexen’s consolidated assets have not been included. A copy of such instruments will be furnished o the Commission
upon request.

- 2.2 Agreement for the Sale and Purchase of EnCana (UK.} Limited, between EnCana (U K.), Holdings Limited and

~" Nexen Energy Holdings International Limited dated October 28, 2004 (filed as Exhibit 2.1 to Form 8-K dated -

October 29, 2004).
39 By-Law No. 2 of the Registrant enacted December 9, 2003, being aby-law relating generally to the transaction of the
business and affairs of the Registrant {fied as Exhibit 3.9 to Form 10-K for the year ended December 31, 2003).
3.14 Restated Certificate and Articles of Incorporation of the Registrant dated May 20, 2005 (filed as Exhibit 3.12 to
Form 10-Q for the quarterly period ended June 30, 2005).
3.15 By-Law No. 3 of the‘Régistrant enacted December 4, 2006, being a by-law relating generally.to the transaction of
- the business and affairs of the Registrant {fited as Exhibit 3.15 to Form 8-K dated December 5, 2006).
4.29..  Acguisition Agreement hetween the Registrant, Occidental Petroleum Corporation and Ontario Teachers’ Pensicn
Plan Board, dated March 1, 2000 {filed as Exhibit 4.2 to Form 10-K for the year ended December 31, 1999).
4.42 - TrustIndenture dated April 28, 1998 between the Registrant and CIBC Mellon Trust Company providing for the issue
+ of debt securities from time to time (filed as Exhibit 4.42 to Form 10-K for the year ended December 31, 2003).
4.43 First Supplemental Indenture dated April 28, 1998 to the Trust Indenture dated April 28, 1998 between the
Registrant and CIBC Mellon Trust Company pertaining to the issuance of US$200 million, 7.40% notes due 2028
(filéd as Exhibit 4.43 to Form 10-K {for the year ended December 31, 2003).
4.46 Third Supplemental Indenture dated March 11, 2002 to the Trust Indenture cated April 28, 1998 hetween the
Registrant and CIBC Mellon Trust Company pertaining to the issuance of $500 million, 7.85% notes due 2032
{filed as Exhibit 4.46 to Form 10-K for the year ended December 31, 2003).
4.47 Subordinated Debt Indenture dated November 4, 2003 between the Registrant and Deutsche Bank Trust Company
Americas, pertaining to the issue of subordinated notes from time to time (filed as Exhibit 4.47 to Form 10-K for
the year ended December 31, 2003). o
4.48 Officer’s Certificaie dated November 4, 2003 pursuant to the Subord:nated Debt indenture dated November 4, 2003
between the Registrant and Deutsche Bank Trust Company Americas, pertaining to the issuance of US$460 million,
7.35% subordinzted notes due 2043 (filed as Exhibit 4,48 to Form 10-K for the year ended December 31, 2003).
4,51 Fourth Supplemental Indenture dated Novernber 20, 2003 to the Trust Indenture dated April 28, 1998, between
the Registrant and CIBC Mellon Trust Company pertaining to the issuance of US$500 million, 5.05% notes due
2013 (filed as Exhibit 4.51 to Form 10-K for the year ended December 31, 2003). ,
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Fifth Supplemental Indenture dated March 10, 2005 to the Trust Indenture dated April 28, 1998 between the
Registiant andICIBC Mellon Trust Company pertaln ng to the issuance of US$250 million, 5.20% notes due 2015 and
the i |ssuance of US$790 million, 5. 875% notes dule 2035 (f:led as Exhibit 10.1 to Form 8-K dated March 11, 2005}
Amended and Restated Shareholder nghts Plan Agreement dated April 27, 2005 between the Regrstrant and CIBC
MeIIon Trust Company as Rights Agent,'which includes the Form of nghts Certificate as Exhibit A (filed as Exhibit
4,54 to Form 10 K for the year ended Decemberl31 2005)
Amended and Restated Change of Control Agreements with Executive Officers dated during December, 2001
(filed as Exhlblt 10.41 to.Form 10-K for the year Eanded December 31, 2001).
Indemnn‘lcatlon Agreements made between the Registrant and its directors and officers dunng 2002 (filed as
Exhibit' 10.41 to Form 10-K for the year ended December 31, 2002).
Indemnrfrcatlor:t Agreement made between the Registrant and one of its directors, Eric P Newell, as of January 5,
2004 (frled as Exhibit 10. 42 to Form 10-K for the year ended December 31, 2003). ‘
Credit Agreement dated as of July 22, 2005 betvlveen the Registrant and the Toronto Dominion Bank, as Agent,
and the'Lenders (ﬂled as Exhibit 10.1 to Form 8-K dated July 28, 2005). :
Guarantee dated as of July 22, 2005 as Schedule K to the Credit Agreement (filed as Exhibit 10.2 to Form 8-K
dated Jully 28, 2005} ‘
Terrnmatlon of Employment and Special. Separation Agreement between the Registrant and Mr. Suga!skr dated
January 28, 2005 (filed as Exhibit 10.1 to Form 8-K/A dated August 18, 2005).
lndemmfrcatron Agreement made betwe]en the Reglstrant and one of its directors, A. Anne McLetIan PC., as of
July 5, 2006 (flled as Exhlblt 10.2 to Form 8-K dated luly 20, 2008).
Second, Amendlng Agreement dated July, 14, 2006 to the Credit Agreement, dated as of July 22, 2005, between
the Reglstrant and the Toronto- Domrmon Bank, as'Agent, and the Lenders (filed as Exhibit 10.1 to Form 8-K dated
July 20, 2006) ' .
Statement regardlng the Computation of Per Sharle Earnings for the three years ended December 31, 2006.
Letter re change in certrfyrng accountant (frled as Exhibit 16.1 to Form 8-K filed July 17, 2002).
Sub5|dranes of the Regrstrant i ‘
Consent of Independent Registered Chartered Accountants,
Consent of erlriarn M. Cobb & Associates, Inc. '
Consent of Ryder Scott Company, L.P. t
Consent of McDanleI & Associates Consultants Ltd.
Consent of DeGoner and MacNaughton,”
Certlfrcatron of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of 2002.
Cemflcatlon of Chref Financial Officer pursuant 10 Sectron 302 of the Sarbanes-Oxley Aci of 2002 _
Certlfrcatron of penodrc report by Chief Executrve ?ﬁ:cer pursuant to 18 U.5.C., Section 1350, as adopted pursu-
ant to Sectlon 906 of the Sarbanes-Oxley Act of 2002. F :
Certmcaltrlon of penodlc report by Chief Financial Offlcer pursuant to 18 U.5.C., Section 1350, as adopted pursuant
to Sectron 906 of the Sarbanes-Oxley Act of 2002.
Opinion lot Intemal Qualified Reserves Evaluator on National Instrument 51-101 Form F2 as requ1red by certain

Canadlan[securrtres regulatory authorities.; '
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IGorporate’Governancel Signatures

SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Company has duly caused

this report to be signed on its behalf by the undersigned, thereunto duly authorized, on February 26, 2007.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons

NEXEN INC.

By: /s/ Charles W, Fischer

Charles W. Fischer

President, Chief Executive Officer

and Director (Principal Executive Oificer)

on behalf of the registrant and in the capacities indicated on February 26, 2007. i

{s/ Dennis G. Flanagan

Dennis G. Flanagan, Director

/s/ David A, Hentschel
David A. Hentschel, Director

{5/ S. Barry Jackson
S. Barry Jackson, Director

{s/ Kevin J. Jenkins
Kevin J. Jenkins, Director

fsf A Anne McLeltan
A. Anne Mclellan, Director

' Js/ Eic P, Newell

Eric P Newell, Director

s/ Thomas C. Q'Neill
Thomas C. O'Neill, Director

{s/ Francis M. Saville
Francis M. Saville, Director

{5/ Richard M. Thomson
Richard M. Thomson, Director

/5/ John M, Willson
John M. Willson, Director

/s/ Victor J. Zaleschuk
Victor J. Zaleschuk, Director

{5/ Charles W. Fischer

Charles W. Fischer

President, Chief Executive Officer

and Director (Principal Executive Officer)

/s/ Marvin F. Romanow

Marvin F Romanow

Executive Vice President and Chief Financial Officer ~
{Principal Financial Officer)

s/ Michael J. Harris

Michael . Harris

Controller

{Principal Accounting Officer)

/s John B, McWilliams
John B. McWilliams

Senior Vice President, General Counse!

and Secretary

{5/ Kevin J. Reinhart

Kevin J. Reinhart

Vice President, Corporate Planning
and Business Development
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EXH!BII'I' 311
Certifications |
I, Charles W. Fischer, certify that:

1.
2.

W

B

Gorporate lGe-_thi_f_i_c-gt_@':ns
H 1 :

¢
1
o
S
!
]

N .
e \ :
| ' have rewevrl.'ed this annual report on Form 10-K of Nexen Inc. -

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material
fact necessary to miake the statements made, in light of the circumstances under which such statements were made,
not misleading with respect to the period covered by this report; .

Based on my, knowledge, the financial statements, and other financial information included in this report, fairly present
in all materral respects the financial condition! results df operations and cash flows of the registrant as of, and for, the
periods presented |n this report;

The registrant’s other certifying officer(s) and | are responsible for establishing and maintaining disclosure controls and
procedures {as defrned in Exchange Act Rules 13a-15( e) and 15d 15(e)) and internal control over financial reporting {as
defined in Exchange Act Rules 13a-15{f) and 15d 15(f)) for the regrstrant and we have:

(a) l designed such drsclosure controls and procedures, or caused such disclosure controls and procedures to be designed under

}
i our supervrsron o ensure that material information relatrng to the registrant, including its consolidated subsidiaries, is
| made known to us by others within those entities, particularly during the period in which this report is being prepared;

(b) | designed such rnternal control over financial reporting) or caused such internal control over financial reporting to be

(b)

7 Date:

' | designed under our supervrsron to provide reasonable assurance regarding she reliability of financial reportrng and the
i preparation of frnancral statements for external purposes in accordance with generally accepted accountrng principles;
| “evaluated the'effectiveness of the registrant’s drsclosure controls and procedures and presented in this report our ¢on-
I clusions about the effectrveness of the disclosure controls and procedures as of the end of the perrod covered by this
| | report based on such evaluation; and ; 1

Idrsclosed in thrs report any change in the registrant’s internal control over financial reporting that occurred during the
lregrstrant S most recent fiscal quarter {the registrant’s fourth fiscal quarter in the case of an annual report) that has mate-
‘rrally affected, lor is reasonably likely to matenally affect, lthe registrant’s internal control over financial reportrng, and;
‘The registrant's other certrfyrng officer(s) and | have disclosed, based on our most recent evaluation of internal control

over frnancral'reportrng, to the registrant’s audrtors and the audit committee of registrant’s board of drlrectors {or per-
sons performrng the equivalent function}): ‘ - '

_all significant d_efrcrencres and material weaknesses in the design or operation of internal control over financial reporting

rwhich are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial
mformatron and | - ‘

Il
i

any fraud, whether or not material, that mvolves management or other employees who have a signific;ant role in the
registrant’s rnternal control over finanial reportrng ’

| Lo
i
February 26, 2(?07 r

| }

s/ Charles W. Fischer
! . Charles W. Fischer

i President and Chief Executive Officer

|
| .
| o | | .
| . !
| v
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| :
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EXHIBIT 31.2
Certifications

. Marvin F. Romanow, certify that: : |

1.
2.

(@ -

(0)

{a

(b)

| have reviewed this annual report on Form 10-K of Nexen Inc.

Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material
fact necessary to make the statements made, in light of the circumstances under which such statements were made,
not misleading with respect to the period covered by this report;

Based on my knowledge, the financial statements, and other financial information.included in this report, fairly present
in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the
pericds presented in this report;

The registrant’s other certifying officer(s) and | are responsible for establishing and maintaining disclosure controls and
pracedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting {as
defined in Exchange Act Rule 13a-15(f) and 15d-15(f)) for the registrant and we have:

designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under
our. supervision, to ensure that material information relating to the-registrant, including its consolidated subsidiaries, is
made known to us by others within those entities, particularly during the period in which this report is being prepared;
designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financia! reporting and the
preparation of financial statements for external purposes in accordance with generally accepted accounting principles;
evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our con-
clusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this
report based on such evaluation; and

disctosed in this report any change in the registrani's internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has mate-
nally affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting; and;
The registrant’s other certifying officer(s) and | have disclosed, based on our most recent evaluation of internal contro!

-over financial reporting, to the registrant’s auditors and the audit committee of registrant's board of directors (or per-

sons performing the equivalent function):

_allsignificant deficiencies and material weaknesses in the design or aperation of internal control over financial reporting

which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial
information; and ) ’

any fraud, whether ar nat material, that involves management or other employees wheo have a significant role in the
registrant’s internal control over financial reporting.

Date: February 26, 2007 ' /s/ Marvin F. Romanow -

Marvin F. Romanow
Executive Vice President
and Chief Financial Officer
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EXHIBIT 32.1

Certlflcatlon of Perlodlc Report

l, Charles W. Flscher Pre5|dlent and Chief Executive Offucer pf. Nexen Inc a Canadian Corporation (the "Company”), certify,
pursuant 10 18 US.C. Sectmn .1350 as adopted pursuant to Sectlon 906 of the Sarbanes-Oxley Act of 2002, that

{1} the Annual Report on Form 10-K of the Company for the year ended December 31, 2006 as filed W|th the Securities.

l and Exchange Comm|55|on on the date hereof {the “Report”) fully complies with the requirements of Sectlon 13(a) or
' 15(d) of the Secuntles Exchange Act of 1934 (15 U.S. CI 78m or 78c(d)); and _

(2) |the information contalned in the Report fairly,presents, in all material respects, the financial condition and results of
| ‘operations of the Company P ,
. v |
Date::February 26, 2007 i * . {s/Charles W, Fischer
' ) Charles W. Fischer
' * President
' i * and Chief Executive Officer
' ¥ . |
A 5|gned origina of; thls wntten statement required by Section 906 has been provided to Nexen Inc. and shall be retained by
Nexen Inc and furmshed to the Securities and Exchange’ ‘Commission or its staff on request.
I L | ‘
EXHIBITLBZ 2 ;. l ‘
Certification Of Perlodlc Report f

[

|
l
|
o

|
{
¢ {
|
i

! i }
!
1

!
L, Marwn F Romanow Executive Vice President and Chief Financial Officer of Nexen Inc., a Canadian Corporation (the

b
"Company ), certify, pursuant to 18 U.S.C. Section 1350 as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of
2002, that: P

Nexen Inc.

(1} the Annual Report on; Form 10-K of the Company for the year ended December 31, 2006 as filed with the Securities
and Exchange Comm|55|on on the date hereof {the Rep;prt ) fully complies with the requirements of Section 13(a) o
15(d} of the Secunues 'Exchange Act of 1934 (15 U.S.C. 78m or 78o{d}); and

(2} the mformanon contalned in the Report fairly presents ln all material respects, the financial condition and results of
operatlons of the Company. . ’ '
! U

Date: February 26, 2q07
o
| )
! .
l |

I

I Marvin £. Romanow
} E . Marvin F Romanow

| | Executive Vice President

; and Chief Financial Officer

; '
I

!

|

|

A A 5|gned original of thls wntten staterment required by, Section 906 has been provided to Nexen Inc. and shall be retained by
Nexen Inc.'and furnished to the Secuntles and Exchange Commission or its staff on request.

L '
| .

ek

)

U TN
it

Eon A s TSt 2 P W T
L o 1




Corporate and Other Information

Building world-class capacity requires a solid track
record of performance, réputation and results.
Our reserves data, 5-year performance review and
awards demonstrate this strong foundation.
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Recelving Recognition

In all areas of our business, our commitment to excellence is noticed and rewarded. We

are very proud of the following awards. They reflect our values and pay big dividends in

the long run.

S end

Producer of the Year
Oilweek Magazine
November 2006

BG Chairman's
Contract Partner
Performance Award
Safety in a major
project category:
awarded for our
Buzzard project

tune 2006

2005 Safety Award
for Excellence in the
Gulf of Mexico

United States Minerals
Management Service:
awarded for the second

year in a row
April 2006

Leadership and

Qur People

50 Best Employers
in Canada

Hewitt Associates
January 2007

Top 25 Employers

in Alberta

Mediacorp Canada Inc.
October 2006

Canadian Engineering
Leader Award

Charlie Fischer,
President and CEQ
Schutich School

of Engineering
November 2006

Top General Counsel in
Corporate Governance
John McWilliams, Q.C.
Senior VP General
Counsel and Secretary
Canadian General
Counsel Association
June 2006

QOutstanding Individual
Achievement

Dr. Randy Gossen,

VP of SESR

Energy Institute
December 2006

!

Sustainability

ajﬂ@amnﬂg

One of the Most
Respected Companies
in Alberta

Environment category
Alberta Venture Magazine
May 2006

Dow Jones
Sustainability Index
Recognized as a global
sustainability leader for
the last six years by being
included in this index
September 2006

Jantzi Research Award
Awarded for social

and envircnmental
perfarmance

August 2006

Thanks a Million
Award 2006

United Way of Calgary for
raising over $1 million

Communications

and Governance

National Award
in Governance
The Conference
Board of Canada
February 2007

Awards for North
America’s Best:

IR Website, Disclosure
Procedures, and
Governance Practices
IR Global Rankings
February 2007

Awards of Excellence:
Sustainable
Development and
Corporate Reporting
in Qil and Gas
Canadian Institute of
Chartered Accountants
December 2006

Qilweek Annual
Report Award

Best Editorial/Graphic
Design in senior il
and gas category
MNovember 2006
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Rese I'VGS before royalties, year-end pricing

e | o

! b3
| ¥ I, ; k Oil & Gas Actwmes Mining ‘i
I . : ' International Umted States Canada Total Total Gil, &
: ,Y‘emen | United Kingdom  Other Intl ‘ ; Qil and Gas and ‘i
{mmboe} | ! | Qil l Qii Gas oil | Oil Gas Oil Gas  Bitumen Gas Sy'ncruc!e3 Mining %
Proved ﬁeserves ! i L ‘ i . ) ‘3 |
Dec. 31, 2005 1105 143 2 11 a7 43 59 58 - 468 318 786 i
Extension, Discoveries | I C ! . ' %
and Conversions 4 23 2 30 21 5 1 10 - 77| 13 90
Revisions! e i 19 1 1 @ 3 4 (1) 246 1] . - | 23 l
Praduction (@354, (6 2) @ @l {6) 7 {6) - @y o {78) 1
Dec. 31, 2006 . 66 | 179 . 3 ap . 34} 39 57 61 246 725] 324 |1,049 5
Probable Reserves ' _: : _ | i
Dec. 31, 2005 26 1M 8 84 9 0 23 53 400 784 51 835 '
Extensions, Discoveries | ‘l ' L ‘ . ) ' 1
and Conversions L3 . @ (N __ B0, 60| 24 6 M (2e8) | (221 ) | (226} 3
Revisions '/ IR 1 5 W ® - @w: -1 o
Dec. 31, 2006 jl22 ;152 | 8 59 69 ) 30 ' 22 0 154 ss6| 46 | 602
' s T . i
Proved +:Probable i l I k
Reserves' ' " ! _ i | . ‘ £
Dec, 31, 2005 SEEY 10 95 56 h 53 82 111 400 | 1252] 389 | 1,621 ,
Extensions:, Discoveries | | ' ' | N :
M and Conversions ) 1 - 62| 29 73 (46) | (144 8 | (139
182 |- Revisions | O 6 @l o @ 24 | 2] -] 24
v Production 135 1 ® - (2 @' @l w®: (6) - (71 NG
it Dec. 31, 2006 'ss 3n 1 99 ' 103 | 69 79 101 400 | 1.281] 370 |1,851
Notes: l | ' I i f ‘ }

We -mema.'.'y evafuate alf of our reserves and have at feast 80% of our proved reserves assessed by independent qualified consultants each year. Our reserves are afso reviewed
and approlved by our Resenfes Commlttee and our Board of Directors. Reserves .represenr our working interest before royalties at year-end constant pricing using SEC rufes.
Gas is converted to equ:va!em o:r at a 6:1 satio. ;
2 Probable reserves are derermmed accordmg to SPEAWPC definitions. US invedtors should fead the Cautionary Note to US investors at the end of this report,

us mvesrors should read the Cauuonary Nore t0 U5 Investors at the end of this repart.
4 Production includes volumes used for fuel in Yemen.
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Booked and Beyond,

We are a company focused on building a sustainable future and our reserve bookings are beginning to reflect this. In 2006,
we invested $3.3 billion in oil and gas activities and added 341 mmboe of proved reserves, replaciné our annual production more
than four times over. In the past five years, we have invested approximately $13 billion and added 749 mmboe of proved reserves,
replacing about 165% of our producticn.

In 2006, approximately 60% of our capital was invested in early stage and major development projects that added 300 mmboe of
proved reserves, including 246 mmboe at Long Lake. These projects are characterized by multi-year investments where capital is
invested, in some instances, vears before reserves can be recognized. So measuring annual proved reserve édditi‘ons against annual
capital expenditures doesn't tell the whole story. To date, we have recognized 509 mmboe of proved reserves for our long cycle-time
projects at Buzzard, Long Lake, Syncrude Stage 3 and CBM. And we have significant upside here with 315 mmboe of proved reserves.
These projects are just beginning to add production, providing years of stable production and a solid foundation for growth.

Even more exciting is what we haven't yet booked. At year end, our proved and probable reserves totaled 1.7 billion boe. However,
our total captured resource is significantly higher. Our booked reserves reflect liitle of the resource contained in our oif sands and
CBM leases. We have over 700 sections of leases with C8M potential and an estimated 5.5 billion barrels of recoverable bitumen
resource in the Athabasca oit sands. As we continue to develop these projects and demonstrate production performance, we
expect to book significantly more reserves. In addition, we anticipate additional reserves from our undeveloped discoveries such
as Golden Eagle and Knotty Head as we sanction commercial development. In total, our unrisked resource potential is estimated
at 9.6 hillion boe—indicatirig significant future capacity, growth and value,

Proved and Probable Reserves
1.7 billion boe

Canada Bitumen (24%})
Syncrude (23%)

Canada (11%}

United Kingdom (21%)
Yemen {5%}

Gulf of Mexico {10%)
Other International {6%)

Unrisked Resource Potential
9.6 billion boe

Canada Bitumen (52%)
Syncrude (2%)

Canada (7%)

United Kingdom (8%)
Gulf of Mexico (27%)
Other International (4%}
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1 i |
1 t |
i l

‘ .

2006

(Cdn$ millions, except share and production data) 2005 - 2004 2003 2002
nghllgh}tS ! I ! , '
Net Sales* N ! 3,936 3,932 2,944 2,632 2,142
Cash Flow from Operations 2 | 2,669 2,403 1,942 1,795 1,311
Per Common Share ($/share} ! 10.18 9.23 7.55 7.25 5.36
Net Income v ‘ 1601 1,440 793 578 409
Per Common Share ($."share) 2.29 438 3.08 2.33 1.67
}Capital Expendltures 3 ) | 3;330 2,638 1,681 1,494 1,625
Business Acquisitions |, | 78 - 2,583 L -
Dispositions N ; 27 911 34 293 43
Producticim 34 : T : . : _
Production Before Royaltiés {mboe/d) 212 242 250 269 269
Production After Royalties (mboe/d) 1156 173 174 185 176
Financial‘ Position ! ' i ;
Working Capital T , 476 29 40 1,399 69
Property, Plant and Equipment, Net 11,739 9,594 8,643 4,550 4,944
Total Assets o i 17,156 14,590 12,383 7.717 6,665
Net Debt $ ! 1 4,730 3,639 4,285 1,430 1,803
Long-Term Debt ") l 4,673 3,687 4,259 3,089 2,596
Shareholdérs’ Equity i ! 4,636 3,996 2,867 2,075 1,590
Shares and Dividends l ‘i \ l .
Common Shares Qutstanding (m1II|ons) ZE'Z.S 261.1 258.4 251.2 246.0
Number of Registered Common Shareholders 1,454 1,294 1,329 1,420 1,372
Closing Common Share Price (TSX) (Cdn$/share) 64.20 55.42 2435 23.46 17.13
Dividends Declared per Common Share (Cdn$/share) 0.20 0.20 0.20 0.1 625 0.15
: : } -
Cash Flow from Operatllons I : i '
Qil and Gas ) ! ' '
Yemen [l \ 877 929 581 530 492
Canada il i . 229 397 426 490 260
United States 1 ! ’ 573 667 700 623 190
United Kingdom il ! 4:177 284 30 = -
Other Countries N : 194 48 57 64 151
Marketing | | : 432 138 100 126 45
Syncrude H ! 240 223 183 105, 129 -
| H 4 L 2,922 2,686 2,077 1,038 1,467
Chemicals | v 183 95 82 74 79
{ ' [ _ 3,005 2,781 2,159 2,012 1,546
Interest and Other Corporate ftems ' {254) (335) (196} (208) {219)
Income Taxes b E ' (82) {43) {21) {9) {16)
Total Cash Flow from Operations 2,669 2,403 1,942 1,795, 1311

Notes: f
I Represents net sales from continuing operations.

2 (Cash flow frDm operations is defined as cash generated from operating activities before changes in non-cash working capital and other.
3 Production'is Nexen's working mterest share and includes our share of producnon from Syncmde

4 Natural gas is converted at 6 mcf per equava.'enr barrel of oil.

5 Net debt is defined as long- term debt and short-term borrowings less cash and cash equivalents.
For more historical information, view our Sralnsncaf Suppn‘emem at www, nexenmc com or contact rnvesror Relations: 403.695.5821 or investor_ rélations@nexeninc.com,
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Performance Review uuie |

2006 ° 2005 2004 \2003 2002
Production Before Royalties
Crude Oil and NGLs (mbbls/d}
Yemen 929 112.7 107.3 116.8 118.0
Canada i . . - 200 ' 29.2 36.2. 46.3 56.3
United States ' 17.0 22.2 300 283 9.9
United Kingdom  ~ o ' . 69 | 12,6 1.5 - -
Australia , - - 27 6.1 128
Other Countries = - 6.3 ' 5.6 53 5.4 8.9
Syncrude : 18.7 15.5 17.2 15.3 16.6
1718 197.8 200.2 2182 2225
Natural Gas {mmcf/d)
Canada e ’ 108 124 146 158 167
United States 1m 116 148 145 112
United Kingdom ) ' 20 23 3 - -
238 263 . 297 303 279
Total Production Before Royalties (mboe/d) 212 242 250 269 269
Production After Royalties , -
Crude 0il and NGLs (mbbls/d)
Yemen - v 51.8 606 53.5 57.5 55.8
Canada 15.8 226 28.2 35.4 43.4
United States ' ' 15.0 19.6 26.5 25.0 8.2 -
United Kingdom ) 16.9 12,6 1.5 - - e
Australia ; ’ : - - 25 56 10.3 e 18k
Other Countries 5.7 5.1 ' 4.7 4.6 5.2 _
Syncrude ' 16.9 15.3 16.6 15.2 16.5 -
1221 . 1358 1335 1433 139.4
Natural Gas (mmdf/d) .
Canada' o 91 101 115 125 128
United States 94 99 126 122 93
United Kingdom ’ 20 22 3 - -
205 223 244 247 221
Total Production After Royalties (mboe/d) 156 173 . 174 185 176
0il and Gas Cash Netback Before Royalties ' ($/boe)
Yemen. 26.35 22.56 14.99 12.58 11.59
Canada . 22.87 25.46 21.24 19.46 15.67
United States 40.42 45.85. : 35.35 32.48 19.30
United Kingdom 55.53 42.93 39.19 - -
Australia , - - 14.28 21.10 22.66
Syncrude ' - ‘. 37.86 43,34 31.07 20.92 22.43
Other Countries 57.1 4918 35.82 25.06 16.27
Company-Wide Oil and Gas "~ 32715 30.57 22.66 19.24 " 15.08

Note: . . -~ .
1 Defined as average sales price less royalties and other, operating cost and in-country taxes in Yemen. Calculation details can be found in the Statistical Supplement on our website.



Executive Management

186

Inc

Nexen

Nancy F. Foster

I

1

|
Senior V|c1le President, 1| Senior Vice President,
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Corporate Services
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!

John B. McWilliams, Q.C.

|
General Counse!
and LSecretary

Charles W. Fischer
President and :
Chief Executive Officer

4

ancli Gas

Bob Black |
Vice President,
Energy Markéting

t

Kim McKenzie
Vice President,

. I
Information Technology

Michael J. Harris
Controller '

|
Laurence Murphy
Senior Vice Plresident,
International il

Marvin F. Romanow
Executive Vice President
and Chief Financial Officer

and Gas

Gary H. Nieuwenburg
Vice President,
Synthetic Crude

|
lIJna M. Power

Treasurer

Douglas B. Otten
Senior Vice President,
United States Gil

Rogel.r D. Thomas
Senior Vice President,
Canadian Oil

and Gas

Kevin J. Reinhart

Vice President,
Corporate Planning and
Business Development
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Board of Directors

Francis M. Saville, Q.C. Charles W. Fischer Dennis G. Flanagan

Chair of the Board President and CEQ Calgary, Alberta,
Calgary, Alberta, Calgary, Alberta, Canada
Canada Canada

' N

David A. Hentschel S. Barry Jackson Kevin J. Jenkins ) -
/ Tulsa, Oklahoma, Calgary, Alberta, Calgary, Alberta,
United States Canada Canada

The Honourable Eric P. Mewell, O.C. Thomas C. O'Neill

A Anne McLellan, P.C. Edmonton, Alberta, Toronto, Ontario,
Edmonton, Alberta, Canada Canada
Canada

Richard M. Thomson, 0.C. ' John M. Willson Victor ). Zaleschuk
Toronto, Cntario, Vancouver, Calgary, Alberta,
Canada i British Columbia, Canada

Canada
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Nexen Inc.

b

| i | |
Head dﬁice i E
. i

801 - 7th Avenue sw: | !

Calgary; Alberta, Canada T2P 3P7

T 403.699.4000 ' |

F403.699.5800 | { ’

www.ne:xeninc.com ! |
|

InvestoT Relations Contact !
Sean Noe, PEng. ! G l
T 403.699.4494 L l ;
F 403.699.5730 | |

!

1 . |
sean_| noe@nexemnc colm

Annual General and S‘peaahMeetlng
11:00 a. 'rn mr |
Thursday, April 26, 2007 |
Fairment Palliser Hotel, ' [
Calgary, 'Alberta Canada |
| :
Expecteld Earnings Release Dates
l
!
1
|
|
I
|
|

Q1 April 26, 2007 IL

Q2 July 12,2007
Q3 Octaber 24, 2007}
Q4 Febnliary 14, 2008 |

Stock Symbol—NXY !

Toronto Stock Exchange (TSX) |
New York Stock Exchange (NYSE)
|
u | \
Preferred Securities 5:
| : .
7.35% Subordinated Notes
TSX—NXY.PR.U I

NYSE—NXYPRE
|

|
|
|
|
|
*

i
|
|
|
|
|
|
|

Feedback Please ernall your feedback
to annual report@nexemnc com
or phone!403.699. 5821
| i
‘ t

|

[ ‘ I

| |

|

¢ Mixed Sources |'I\, ‘
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1

|

FSC IRRRSNS&s™

I

Creative by Rivard Design Inc. ! ;
Proctuced by Rivard Design Inc. and nonflctlon studios inc.
Printed in Canada by Hermlock Pnnters Ltd

i
!

Common Share Transfer Agent
and Registrars

CIBC Mellon Trust Company .

Calgary, Toronto, Montreal and
Vancouver ,
Melion Investor Services, LLC
New York, NY

Dividend Reinvestment Plan

The of‘ferlng circular (and for

US residents, a prospectus) and
authorization form may be obtained
by calling CIBC Mellon Trust Company
at 1.800, 387 0825 oIr at ‘
www.cibcmellon. corp ’

Auditors

Deloitte & Touche LL?
Calgary, Alberta, Canada

Website

Visite our websne W\iNW nexening.com,
for additional |nf0rmatlon including
news releases, mvestor presentations,
guarterly reports, conference call scripts,
our ethics pohcy and rnore

Other Reports l

Check out our investor toolkit at
www.nexening.com/i nvestors {0 view
our Proxy Circutar, Sustamablhty Report
and Statistical Supplement Alternatively,
hard copies may be ordered by calling
403.699.5931"

'

Operating Entities

Canada
Nexen Qil Sands Partnership

United States ;
Nexen Petroleum Offshore U.S.A. Inc.
Nexen Petroleum U.S.A. Inc.

International
Canadian Nexen Petroleurn

East A Hajr Ltd. '
Canadian Nexen Petroleum Yemen
Nexen Ettrick U.K. Limited
Nexen Exploration Norg‘e AS
Nexen Exploration U.K, lelted
Nexen Petroleum Colombla Limited
Nexen Petroleum Nugena Limited
Nexen Petroleum UK. L'irnited

Marketing

Nexen Energy Marketing Europe Limited
Nexen Energy Marketing London Limited
Nexen Marketing ‘

Nexen Marketing Internatlonal Ltd.
Nexen Marketing Slngapore Pte. Ltd.
Nexen Marketing U.S.A. Inc.

Chemicals ‘
Canexus Chemicals Canada
Limited Partnership
Canexus U.S. Inc. :
Canexus Quimica Brasil Ltda.

Conversions

Natural gas is converied'at 6 mcf
per equivalent barrel of oil.
Dollar Amounts

In Canadian dollars unless
otherwise stated.
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Officers

Francis M. Saville, Q.C. Laurence Murphy Michael 1. Harris
{_hair of the Board Senior Vice President, Controller
International Qil and Gas
_harles W. Fischer ) Una M. Power
I'resident and Chief Executive Officer Douglas B. Otten Treasurer
) Senior Vice President,
iviarvin F. Romanow United States Qil and Gas Rick C. Beingessner
Izxecutive Vice President Assistant Secretary
and Chief Financial Officer Roger D. Thomas
Senior Vice President, Sylvia L. Groves
Nancy F. Foster Canadian Oil and Gas Assistant Secretary
senior Vice President, Human Resources '
and Corporate Services Gary H. Nieuwenburg ‘ For more information on our officers
‘ Vice President, Synthetic Crude and directors, please see ftem 10in
lchn B. McWilliams, Q.C. v our Form 10-K.
senior Vice President, General Counsel Kevin ). Reinhart
and Secretary Vice President! Corporate Planning

and Business Development

Forward-Looking Statements

Certain statements in this report constitute "forward-loaking statements® within the meaning of the United States Private Securities Litigation Reform Act of 1995, Section 21E of the United
States Securities Excharige Act of 1934, as amended, and Section 274 of the United States Securities At of 1933, as amended. Such statemenits are generally identifiable by the terminology used
such as “intend”, “plan”, “expect”, “estimate”, “budget”, “outlook” or other similar words, and include statements relating to future production associated with our coalbed methane, Aspen,
Long Lake, Syncrude, North Sea, West Africa and other projects.

The farwardJooking statements are subject to known and unknown risks and uncertainties and other factors which may cause actual results, levels of activity and achievements ta differ materially
from those expressed or implied by such statements. Such factors include, amang athers: market prices for oil and gas and chemicals products; the ability to explore. develop, produce and transport
crude oil and nalural gas to markets; the results of exploration and development drilling and related activities; foreign-currency exchange rates; econemic conditions in the countries and regions
where Nexen carries on business; actions by governmental autherities including increases in tases or royalues, changes in environmental and other laws and regulations; renegotiations of contracis;
results of ftigation, arbitration or regulatory proceedings; and political uncertainty, including actions by terrorists, insurgent or ather groups, or other armed conflict, induding conflict between
states. The impact of any one factor on a particular forward-looking statement is not determinable with certainty as such facters are interdependent upen other factors, and management’s course
of action would depend on its assessment of the future considering all information then available. Any statements as 10 possible future prices, future production levels, fulure cost recovery oil
revenues, from our Yemen cperations, future capital expenditures and their allocation to exploration and development activities, future asset dispositions, future sources of funding for our capital
program, future debt levels, future cash flows, future drilling of new wells, ultimate recoverability of reserves, expected finding and developmeni costs, expecled bperating costs, future demand
for chemicals products, future expenditures and future allowances relating 1o environmental matters and dates by which certain areas will be developed or will come on stream, and changes in
any of the foregaing are forward-looking statements.

Although we believe that the expectations conveyed by the forward-looking statements are reasonable based on infarmation available 1o us on the date such forward-looking statements were
made, no assurances can be given as to future results, levels of activity and achievements, Readers should also refer to tems 7 and 7A in our 2006 Annual Report on Farm 10+K for further discus-
sion of the risk factors.

, Cautionary Note to US Investors—The United States Securities and Exchange Commission (SEC) permits oil and gas companies, in their filings with the SEC, to discuss only proved reserves

that are supported by actual production or conclusive formation tests to be ecanomically and legalty producible under existing economic and operating conditions. In this report, we may
-refer to “recoverable reserves”, “probable reserves™ and “recoverable resources™ which are inherently more uncertain than proved reserves. These terms are not used in our filings with the
SEC. Qur reserves and related performance measures represent our working interest before royalties, unless otherwise indicated. Please refer to our Annual Report on Form 10-K for further
reserve disclosure.

In addition, under SEC regulations, the Syncrude oil sands aperations are considered mining activities rather than oil and gas activities, Production, reserves and related measures in this report
include results from the Company’s share of Syncrude.

Cautionary Note to Canadian Investors—Nexen is required to disclose cil and gas activities under National instrument 51-107—Standards of Disclosure for Oif and Gas Activities (N 57-101).
However, the Canadian securities regulatory authorities {CSA) have granted us exemptions from certain provisions of NI 51-101 to permit US style disclosure. These exemptions were sought
because we are a US Securities and Exchange Commission {SEC) Registrant and our securities regulatary disclosures, including Farm 10-K and other related forms, must comply with SEC require-
ments. Our disclosures may differ from those Canadian companies who have not received similar exemptions under Ni 51-101,

Please read the “Special Note to Canadian Investors™ in Item 7A in our 2006 Annual Report on Form 10-K, for a summary of the exemption granted by the CSA and the major
differences between SEC requirements and N1 51.101. The summary is not intended to be all-inclusive or to convey specific advice, Reserve estimation is highly technical and
F | collaboration and judgment. The differences between SEC requitements and N1 51-101 may be material. *

£

req P

Our probable reserves disciosure applies the Society of Petroleun Engineers'World Petroleurn Council (SPEAWPC) definition for probable reserves. The Canadian Gil and Gas Evaluation Handbook
states there should not be a significant difference in estimated probable reserve quantines using the SPEAWPC definition versus NI 5i-101,

In this report, we refer to oil and gas in common units called barrel of oil equivalent (boe). A boe is derived by converting six thousand cubic feet of gas to one barrel of oil (5mcf: Thbl). This
conversion may be misleading, particularly if used in isolation, since the 6mcf:1bbl ratio is based on an energy equivalency at the burner tip and does not represent the value equivalency at the
well head.
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It takes great people and the right assets to build
world-class capacity and deliver extraordinary results.
At Nexen, we have both.

President’s Review

This is an exciting time for Nexen. For the past few years, we've been developing our world-class assets with the confidence
that these projects would result in significant value growth once on stream. | am proud to say that we've delivered on a huge
promise—producing first oil from our North Sea Buzzard project this past January.

Buzzard is the most significant project we've developed since bringing Masila on stream in Yemen cver a decade ago.
Completing the Buzzard development on budget and in just three years was a major accomplishment. It included safety manag-
ing more than 17 millior staff hours, coordinating hundreds of suppliers and contractors, fifting over 25,000 tonnes of steel and
baithing harsh North Sea weather conditions.

Buzzard is a world-class asset with more than a billion barrels of oil in place. It is one of the North Sea‘s largest discoveries
in 15 years and is expected to produce approximately 200,000 boe/d (85,000 boe/d net to us) of high-margin production at its
peak. In 2007, Buzzard will be the largest contributor to our expected 50% growth in production after royalties, and could help
us increase our cash flow by just as much, assuming commodity prices are similar to last year. This growth profile is impressive and
makes us an industry leader. Yet there is more value to realize at Nexen beyond Buzzard.

Equally exciting is our oil sands resource and strategy. The Canadian Athabasca oil sands is the world's second largest
oil resource and our cil sands projects are in the heart of it. We were an early player in acquiring key landholdings and now
have more than five billion barrels of recoverable resource. Our strategy integrates steam-assisted-gravity-drainage (SAGD) with
upgrading technology to produce a high-quality synthetic crude oil. More importantly, our process significanily reduces our need to




' , 2006 2005 2004
Cash Flow from Operations ($ miIIiions) ) 2,669 2,403 1,942
Cash Flow per Share ($/share) 10.18 9.23 7.55
Net Income ($ millions) , 601 1,140 793
Net Income per Share ($/share) , 2.29 4.38 3.08
Capital Expenditures {§ millions) ‘ : 3,330 2,638 1,681

-

purchase nétural gas, a key cost driver in competing technologies. As a result, we expect to develop this vast resource at a significant
cost advantage. Qver the next decade, we are planning te grow our production here to 120,000 bbis/d using a phased development
approach. This allows us to cost-effectively access the resource as we control the pace of expansion and apply learnings to future
phases. In 2'007, we expec't to start up our first phase at Long Lake.

Long Lake is a major aevelbpment project. In 2006, we completed the SAGD facilities and continued constructing the
upgrader, which is now ovfer 80% complete, This involved managing more than 4,000 site contractors every day. Soon we expect
to begin infecting steam into the reservoir, followed by bitumen production and start up of the upgrader later in the year. Peak
productioniof approximately 60, 000 bbls/d (30,000 bbls/d net to us) of premium synthetic crude is expected by late 2008 or early
2009, Whrle we made s:gnlflcant construction progress in 2006, we experienced an increase in capital costs due largely to high
levels of activity in the oil s_ands. Though this was disappointing, the real value of this project will be realized through our estimated
$10/bbl operating cost advantage. Apply this to our five billion barrels of recoverable resource and you can see the value.
|

T
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! While our resource base provides opportunities,
it is the innovation and commitment of our people that
turns these opportunities into growth.

I v !
Our 20(:!6I financial results \rvere impressive. We delivered record cash flow of $2.7 billion or $10.18 per share and net
income of 3607 million or $2.29 per share. Strong commodity prlces and a record contribution from our marketing division
helped generate these results Our annual production of 212,000 boe/d (156,000 boe/d after royalties} was slightly lower than
our prOJected range due to delays at Buzzard, Syncrude and Aspen—all of which are now in production. Buzzard is on stream and
ramping ub as expected, the Syncrude Stage 3 expansion has added 8,000 bbls/d to our production capacity and the additional

development well at Aspen began producing in late December.
!

\ ‘ .
In 2006, we carried out our largest capital program ever, managing our base production and investing in future

growth. Yemen remains a core asset and is expected to generate 15% of our projected 2007 cash flow. As Masila matures, we
continue to manage declines and produce the remaining reserves in the most econamical and sustainable manner. In the North Sea,
we are gearmg up to.bring our Ettrrck development on stream in 2008—-add|ng an estimated 16,000 boe/d. Offshore West Africa,
basic engineering for the Usan field development is compléte and tenderlng of contracts is proceeding. We are eager to formally
sanction this project in 2007, as it is projected to add approximately 30,000 bbls/d to our production by 2011. On the exploration
front, results continue to be positive. During the year, we drilled two successful wells in the Guif of Mexico and one in the North Sea.
We also contlnued to apprarse our world-class Knotty Head discovery in the Gulf of Mexico, drilling a successful sidetrack well. We
are undertaking another excmng global exploration pragram in 2007 and anticipate new discoveries from the 19 wells planned.
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2006 2005 2004

Production before Royalties (mboe/d) 212 242 250
Production after Royalties {(mboe/d) 156 173 174
Proved Reserves ' (mmboe) ) ’ : 1,049 786 843
Proved + Probable Reserves ' (mmboe) 1,651 1,621 1,650

T Represents our working interest before royalties using year-end pricing and includes our Syncrude reserves.

We have a number of projects that are expected to generate more value in the future. Our strategy focuses on
identifying growth apportunities and moving into these areas early. Our coalbed methane (CBM) project in Canada demonstrates
our success with this strategy. We built our CBM land position years ago, befere the technology to develop this unconventional
resource in the area was proven. We have acquired expertise over the years, and in 2005 we announced the first commercial
development in the Mannville coals. Gur CBM production is expected to reach 150 mmcf/d by 2011, which should more than
double our current Canadian gas production. Building on our success, we are taking this knowledge overseas and evaluating one
of the first CBM exploration programs in the UK. We are also an early mover with shale gas in Canada, acquiring a considerable
land position in northeast British Columbia last year. The size of the prize here could be substantial—twice that of CBM—and we
are excited to begin exploring this potential in 2007. We have also set our sights on exploratory basins offshore Norway where the
chances of making a material discovery are high. These examples highlight our diverse portfolio of assets and opportunities that
we expect will deliver production growth and shareholder value well into the future.

Our reserve bookings are beginning to reflect the value in our projects. In 2006, we added 341 mmboe of proved
reserves, replacing our annual production more than four times over. At year end, proved and probable reserves totalled 1,651
mmboe. However, our total captured resource is significantly higher as our booked reserves reflect only a portion of the resource
in our oil sands acreage, CBM leases and undeveloped discoveries like Knotty Head. Including these, you can see the significant
capacity we have,

Our ability to deliver is anchored by our corporate values across the organization, from our supportive and
participative Board of Directors, to our creative and dedicated employees and management team. We operate in a safe and
environmentally responsible manner and last year achieved our best-ever employee/contractor safety performance. This is
outstanding given the millions of staff hours worked. | extend my thanks to each employee for their commitment to safety,
integrity and excellence.

Externally, we are recognized for our results and the way we do business. Last year, we received several awards
highlighted later in this report which reflect our high standards in safety, leadership, secial responsibility, reporting and corporate
governance. | am proud that Nexen has once again been named one of the 50 best employers in Canada and remains in the Dow
Jones Sustainability Index for the sixth year. Our relative market performance is also notable. For the second year in a row, our
stock outperformed our North American peers and over the past three years has appreciated by an impressive 270%.

With so much value-added progress at Nexen, we are gearing up for an exceptional future. | am proud to lead
a company that stays true to its values, its people and its shareholders. | invite you to learn more about us at our Annual General
and Special Meeting in Calgary, Alberta on April 26, 2007,

Charlie Fischer
President and CEQ
February 26, 2007



Bringing :Buzzard on stream was a significant milestoné. it is one of the largest projects undertaken at Nexen
l .

in terms of size, cost and production volume. With Buzzard ramping up, Long Lake coming on stream and additional
[ : .
production from Syncru;de, we are on track to grow production after royalties by 50% in 2007. This is not some-

thing many companies can do, and the growth doesn‘t stop there. With Buzzard

as a cornerstone, we have an exciting future in the North Sea. We have more
than 800,000 net undeveloped acres and a robust exploration and development
program. It'includes drilling five exploration wells in 2007, devel-
oping Ettrick and optimizing production from our Scott, Telford

and Farragan fields. We will also begin exploring offshore Norway

where we were recently awarded four blocks. At Nexen, we have
|

the assets ar|1d the people to deliver extraordinary results,
I .

i Paul Doble

- Buzzard General Manager

and UK Projects Direcior
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6 6 it’s very rewarding to work for a company that delivers on its
promises and lives its values day in and day out. For the first
time ever, our operations at Scott/Telford went 500 days
without a lost-time injury. This is a huge accomplishment

and shows our commitment to safety. 59
scoTT

PLATFORM

Kevin Tracy
Fiefd Manager
Scott/Telford




We believ-e innovatiorfn and technology are the keys to developing our long-life resource base. Our oil sands
i ‘

strategy illustrates this I:;est. We've taken conventional technctlogies commonly used around the world and uniquely
configured them. As a result, we have a patented process that will produce higher-

" quality synthetic crude at much lower operating costs than other oil sands projects.
. Elsewhere in Canada, we are testing several enhanced heavy oil recovery technigues.
Current primary recoveries are about 7%, and with over 2 billion barrels of oil in place
on our existing heavy oil lands, even a small increase in recovery factor

can have a significant impact. It's a competitive industry out there and

our innovative thinking—big and small—gives Nexen an edge.

Nolan Palmguist
Operations Manager
Long Lake '




E 6 We believe companies that push the envelope on technology will find the
big prize. That's why every day we look for innovative ways to explore the
Gulf of Mexico. We've been using seismic data to interpret deep-water
sub-salt plays and today are considered technical experts among our
peers. in fact, we've had a major energy company partner with us
for this expertise. A great win for a company our size—all created

by innovative thinking. 9 9

Brian Reinsborough
Chief Operating Officer
Nexen Petroleum USA
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| ‘ .
The way we do busil_i:ess is not just a value—it’s a defining characteristic of our company. Our mission is
\

| ; ;
to grow value responsibly. To accomplish this, we go beyond regulatory requirements in all areas of our business. In

2006 we invested in our first renewable energy initiative, a wind farm in southern

T e

s
i

|

| Alberta. At full capacity, it will produce enough green energy to power approx-
‘ .

' imately 25,000 homes. And'we continue to invest in the communities where we

operate. In Yemen, we sponsor projects that support health, education, civic and i,
community development. This includes awarding scholarships to

promising Yemeni students, enabling them to study and graduate

from post-secondary education programs in Canada. We are proud

of our global reputation to go beyond what is required.

Bill Gourley
Senior Advisor

Comnmunmity Affairs
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: to go beyond

‘ ‘ Nexen is a company that does the right things for the right
reasons. | was honoured to accept the Conference Board of
Canada/Spencer Stuart National Award in Governance on
Nexen’s behalf. The award recognizes Nexen's exceptional
governance practices, including an innovative approach to .

discussing governance issues with stakeholders and making

improvements. 'm pleased that Nexen's fong-term commitment

to good governance is being recognized. ’ ’

francis Saville
Chair of the Board



| !
Our future is in the har:mds of our employees. Whether it's building a new project or working with communities to

understand their needs, the dedication and skills of our 3,200 employees worldwide are integral to

our success. We recognize the importance of our employees and strive to be an employer of choice.
|

We provide attractive compensation and benefit programs and are constantly seeking feedback to

improve. For example in 2006, employees were provided with the opportunity to increase flexibility

in their work schedules. We are a company with an exciting future and a suite of
world-class assets. This creates tremendous diversity in career opportunities and
experiences ranging from the dynamic marketing trading floor to the demanding
epvironment of offshore platforms. At Nexen, we see

t i i
BN |
‘ Lﬂ | | opportunities. We see commitment. We see value.
. i |
|

'
'

Harpal Brar )
Manager, Risk Analysis and Reporting
Nexen Marketing
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to build our future

~

66 Nexen is a company rich in opportunity, diversity and leadership. I've had
the privilege of working on exciting projects in Canada, Colombia and
the UK and all have been successful thanks to the commitment of the
people involved. It's fun being part of a team that sets their sights
on big things and then provides the tools and encouragement to
succeed. Nexen is a well-respected company, operating with integrity

and accountability, and | take pride in being part of it. 99

Heather Rogan
UK Technical Analyst and

Senior Engineer, Colombia



Burldlng Our Future

N ! o ‘ ;
|
I

Our rich and diverse portfolio has the right building blocks to deliver big value to shareholders.
Here are the results of our capital investment—both achieved in 2006 and expected in'

the future.

Achievements'in 2006:
I

| Buzzard development completed and on stream in January 2007

I Syncrude expansron completed adding 8,000'bbls/d of capacity to us

1 New AFpen development well on stream; current field rates approximately 18,000 boe/d
I Long Lake project on track to start up in 2007

I Exploration successes achieved in the Gulf of Mexico and North Sea

Looking ahead, we expect:
I . | i
| L \ .

. .

b
Net production 1o increase 50% with new volumes from Buzzard, Long Lake and Syncrude

|

2 0 07 Il 1 Buzzard to ramp up to peak rates of 200,000 hoefd (85,000 boe/d net to us)
I Long Lake steam injection 1o begin, followed by bitumen production and upgrader start up
|

Usan development, offshore West Africa, to be formally sanctioned

Long Lake production to increase to peak rates of 60,000 bbls/d (30,000 bbls/d net to us)
Ettrick to come on stream, ramping up: to approximately 16,000 boe/d net to us

Knotty Head delineation to continue; additional well to be drilled
Long Lake Phase 2 to be sanctioned |

CBM production to grow to approximétely 150 mmcf/d net to us by 2011

Usan to come on stream, adding appreximately 30,000 boe/d net to us by 2011
Knotty Head development to begin bdfore the end of the decade

Oil sands production to reach about 120,000 bbls/d net to us over the next decade

AR e A e e e




Receiving Recognition

In all areas of our business, our commitment to excellence is noticed and rewarded. We

are very proud of the following awards. They reflect our values and pay big dividends in

the long run.

Safety and

Operating

Leadership and
Our People

Sustainability

and Community

Communications

and Governance

Producer of the Year
Oilweek Magazine
November 2006

BG Chairman’s
Contract Partner
Performance Award
Safety in a major
project category:
awarded for our
Buzzard project

June 2006

2005 Safety Award
for Excellence in the
Gulf of Mexico

United States Minerals
Management Service:
awarded for the second
year in a row

April 2006

50 Best Employers
in Canada

Hewitt Associates
January 2007

Top 25 Employers

in Alberta

Mediacorp Canada Inc.
Qcteber 2006

Canadian Engineering
Leader Award

Charlie Fischer,
President and CEQ
Schulich School

of Engineering
November 2006

Top General Counsel in
Corporate Governance
John McWilliams, Q.C.
Senior VP General
Counsel and Secretary
Canadian General
Counsel Association
June 2006

Outstanding Individual
Achievement

Dr. Randy Gossen,

VP of SESR

Energy Institute
December 2006

One of the Most
Respected Companies
in Alberta

Environment category
Alberta Venture Magazine
May 2006

Dow Jones
Sustainability tndex
Recognized as & global
sustainability leader for
the last six years by being
included in this index
September 2006

Jantzi Research Award
Awarded for social
and environmental

performance

August 2006

Thanks a Million

Award 2006

United Way of Calgary for
raising over $1 million

National Award
in Governance
The Conference
Board of Canada
February 2007

Awards for North
America’s Best:

IR Website, Disclosure
Procedures, and
Governance Practices
IR Global Rankings
February 2007

Awards of Excellence:
Sustainable
Development and
Corporate Reporting
in Qil and Gas
Canadian Institute of
Chartered Accountanis
December 2006

Oilweek Annual
Report Award

Best Editorial/Graphic
Design in senior oil
and gas category
November 2006




Rese I'V@S before royalﬂes year- end pricing
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| ’ Ofl & Gas Activities Mining
: International United States Canada Jotal Total Qil,

Yemen United Kingdom  Other Intl Qil and Gas and
{mmboe) | Oi.l Qit Gas 0il Qil Gas Qil Gas  Bitumen Gas  Syncrude 1 Mining
Proved Hese:rves ! | .
Dec. 31, 2005 105 143 2 1 47 43 59 58 .- 468 318 786
Extension, Discoveries
and Conversions 4 23 2 30 2 | s 1 10 - 77 13 90
Revisions (8) 9 1 1 @ | 3 4 () 245 251 - | 25
Production | (35)¢ _ |(8) @ 2) m 1 ® v ® - (71 o o8
Dec. 31, 2006 66 179 3 40 34 | 39 57 61 246 725 324 | 1049
Probable Re:serves 1.2 ‘ | ; !
Dec. 31, 2005 26 171 8 84 9 C10 23 53 400 784 51 835
Extensions, Qiscoveries ‘ )
and Conversions (EI») (24) {1 (30) 60 24 6 {7) (246) {221) (5} {226)
Revisions | y IS 1 5 - @ M (6} - n, - )
Dec. 31, 2006 22 152 8 59 69 | 30 22 a0 154 556 ‘a6 | s0z]
Proved + Prt‘:bable ; ' '
Reserves "2: I J
Dec. 31, 2005 13 314 10 95 56 . 53 82 11 400 1,252 369 1,621
Extensions, D;iscoveries | !
and Conversions 1 1) 1 - 62 29 7 3 (246) (144) g {136)
Revisions | ) 124 2 6 ® W {3) 7 246 244 - 244
Production ED RO @ @) M ® (7 (6) - ) m e,
Dec. 31, 2006 88 331 1 99 103 | 69 79 101 a0 | 1,281] 370 |1.651]
.| ] i

We internally evafuare aff of our reserves and have at feast 80% of our proved reserves assessed by independent qualified consultants each year. Our reserves are also reviewed
and approved by our Reserves Cqmmrrtee and our Board of Directors. Reserves represent our working interest before royalties et year-end Consiant pricing using SEC rules.
Gas is converred o equivatent mfara 6:1 rarﬁo
2 Probable reserves are deremuned accordang to SPEAWEC definitions. US investors should read the Cautionary Note to US investors at the end of this report.
US investors shoufd read the Caur;onaty Nore to US Investors at the end of this report. [
4 Proguction includes volumes used for fuel in Yeren.
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Booked and Beyond

We are a company focused on building a sustainable future and our reserve bookings are beginning to reflect this. In 2006,
we invested $3.3 billion in cil and gas activities and added 341 mmboe of proved reserves, replacing our annual preduction more
than four times over. [n the past five years, we have invested approximately $13 billion and added 749 mmboe of proved reserves,
replacing about 165% of our production.

In 2006, approximatety 60% of our capital was invested in early stage and major development projects that added 300 mmboe of
proved reserves, including 246 mmboe at Long Lake. These projects are characterized by multi-year investments where capital is
nvasted, in some instances, years before reserves can be recognized. So measuring annual proved reserve additions against annual
capital expenditures doesn't tell the whole story. To date, we have recognized 509 mmboe of proved reserves for our fong cycle-time
projects at Buzzard, Long Lake, Syncrude Stage 3 and CBM. And we have significant upside here with 315 mmboe of proved reserves.
These projects are just beginning to add production, providing years of stable production and a solid foundation for growth.

Even more exciting is what we haven't yet booked. At year end, our proved and probable reserves totaled 1.7 billion boe. However,
our total captured resource is significantly higher. Our booked reserves reflect little of the resource contained in our oil sands and
CBM leases. We have over 700 sections of leases with CBM potential and an estimated 5.5 billion barrels of recoverable hitumen
resource in the Athabasca oil sands. As we continue to develop these projects and demanstrate production performance, we
expect to book significantly more reserves. In addition, we anticipate additional reserves from our undeveloped discoveries such
as Golden Eagle and Knotty Head as we sanction commercial development. In total, our unrisked resource potential is estimated
at 9.6 billion boe—indicating significant future capacity, growth and value.

Proved and Probable Reserves

1.7 billion boe
O Canada Bitumen (24%)
B Syncrude (23%)
O Canada {11%)
B United Kingdom (21%)
O Yemen (5%)
0 Gultf of Mexico (10%}
O Other International (6%}

Unrisked Resource Potential
9.6 billion boe

Canada Bitumen ({52%)
Syncrude (2%)

Canada (7%}

United Kingdom (8%)
Guif of Mexico (27%)
QOther International (4%}
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(Cdn$ millions, except share and productmn data} 2006 2005 2004 2003 2002 3
Highlights | ‘ ‘F
Net Sales' . : ‘ 3,936 3,932 2,944 2,632 2,142
Cash Flow from Operations 2, ! -2,669 2,403 1,942 1,795 1,311 N
Per Common Share (S/share) 10.18 9.23 7.55 7.25 5.36 .
Net Income |, ' . 801 1,140 793 578 409 ]
Per Commaon Share ($fsh]are) ' 2.29 4.38 3.08 2.33 1.67
Capital Expenditures Z 13,330 2,638 1,681 1,494 1,625
Business Acql'Jisitions | ! .78 - 2,583 - -
Dispositions 1 ) 27 911 34 293 49
]
Production >4 ‘ t
Production Before Royalties (mboe/d) o212 242 250 269 269 :i
Production After Royalties {mboe/d) 156 173 174 185 176 3
Financial Po:sition : ! i
Working Capital I ' 476 29 40 1,399 69
Property, Plant and Equipment, Net 11,739 9,594 8,643 4,550 4,944 :
Total Assets | } ‘ 17,156 14,590 12,383 7,717 6,665 |
Net Debt5 | | 4730 3,639 4,285 1,430 1,803
Long-Term Debt I ] ‘4,673 3,687 4,259 3,089 2,596 3
Shareholders’ Equity ! | {4,636 3,996 2,867 2,075 1,590 i
Shares and IDiwidem:ls I ‘ ; | ;
Common Shares Outstandingl(millions) 262.5 261.1 258.4 251.2 246.0 ;
Number of Registered Cammon Shareholders | t1.as4 1,204 1,329 1,420 1,372 ;
Closing Commaon Share Price (TSX) (Cdn$/share) 164.20 55.42 24.35 23.46 17.13 :
Dividends Declared per Common Share (Cdn$/share) 0.20 0.20 0.20 0.1625 0.15 3
Cash Flow f:'om Operations ! | ‘ 1
0il and Gas | ! .
Yemen | i 877 929 581 530 492
Canada’ ‘ . 229 397 426 490 450
United States _ [ 573 667 700 623 190 ]
United Kingdom . ' a7 284 30 - - g
Other Countries : 94 48 57 64 151 ]
Marketing | 432 138 100 126 45 ;
Syncrude | ' © 240 123 183 105 129 '
' ; : 2,922 2,686 2,077 1,938 1,467 .
Chemicals . . ' ] . 83 95 82 74 79
b o ¢ O 3005 2,781 2,159 2,012 1,546 :
Interest and Other Corporate ltems i © (254) {33%) (196) (208} (219) k
Income Taxes ! J (82 {43) 21) (9) (16) ;
Total Cash Flow from Operations | 2,669 2,403 1,942 1,795 1,311
: I :

}
Notes: I

! Reprasents ner sales from continuing operauons
2 Cash flow frarn operations is defined as Cas-'|1 generated from operating activities before changes in non-cash warking capital and other. E
3 Production is Nexen 's working interest share and includes aur share of production from Syncrude. 3
4 Natural gas is converred at &mcf per equwafenr barref of oif. K
5 Net debt is defined as long-term debt and short-term borrowings less cash and cash equivalents.
For more hisrnric‘ra.' information, view our Sraris:n‘ca! Supplement at www.nexeninc.com o contact investor Relations: 403.699.5821 or investor_relations@nexeninc.com. i
i
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Performance Review

2006 2005 2004 2003 2002
Production Before Royalties
Crude Qil and NGLs (mbbls/d)
Yemen 929 127 107.3 116.8 18.0
Canada 20.0 292 ' 36.2 46.3 56.3
United States 17.0 22.2 30.0 283 5.9
United Kingdom 16.9 12.6 1.5 - -
Australia - - 2.7 6.1 12.8
Other Countries 6.3 5.6 5.2 5.4 8.9
Syncrude 18.7 15.5 17.2 15.3 16.6
171.8 197.8 206.2 218.2 2225
Natural Gas {mmcf/d)
Canada 108 124 146 158 167
United States 1M1 116 148 145 112
United Kingdom 20 23 3 - -
| 239 | 263 297 303 279
Total Production Before Royalties (mboerd) | . 212 | 242 250 269 269
Production After Royalties
Crude 0il and NGLs (mbbls/d)
Yemen 51.8 60.6 53.5 57.5 55.8
Canada 15.8 22,6 28.2 354 43.4
United States 15.0 19.6 26.5 25.0 8.2
United Kingdom 16.9 12.6 1.5 - -
Australia - - 2.5 5.6 10.3
Other Countries 5.7 5.1 47 a6 5.2
Syncrude 16.9 15.3 16.6 15.2 16.5
1221 135.8 1335 1433 139.4
Natural Gas {mmcf/d)
Canada N 101 115 125 128
United 5States 94 99 126 122 93
United Kingdom ' 20 23 3 - -
205 223 244 247 221
Total Production After Royalties (mboe/d) 156 173 174 185 176
Qil and Gas Cash Netback Before Royalties ' {$/00¢)
Yemen 26.35 22.56 14,99 12.58 11.59
Canada 22.87 25.46 21.24 19.46 15.67
United States 40.42 45 85 35.35 32.48 19.30
United Kingdom 5553 4293 3919 - -
Australia . - - 14.28 21.10 22,66
Syncrude 37.86 43.34 31.07 20.92 22.43
Other Countries 57.71 49,18 35.82 25.06 16.27
Company-Wide 0il and Gas | 32.75 30.57 22.66 19.24 15.06

Note:
I Defined as average sales price less royalties and otheq, aperating cost and in-country taxes in Yemen. Calculanion details can be found in the Statistcal Supplement o our websize.
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' , President and
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Executive Vice President
and Chief Financial Officer
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Laurence M

John ‘B. McWilliams, Q.C.
I Senio‘r Vice President,
. Genera! Counsel

and Secretary and Gas

Nancy £. FoEster
Senior Yice iPresident,
Human Resources and
Corporate %ervices

International

Senior Vice President,

RogerFD. Thomas
Senior Vice President, Senior Vice President;
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Kim McKenzie

FLOf !
Bob Black l ‘
Vice President,
Energy Marketing

Vice President,
Information Technclogy

Kevin J. Reinhart

Vice President,
Corporate Planning and
Business Development

Gary H. Nieuwenburg
Wice President,
Synthetic Crude
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Francis M. Saville, Q.C.
Chair of the Board
Calgary, Alberta,
Canada

Charles W. Fischer Dennis G. Flanagan
President and CEQ Calgary, Alberta,
Calgary, Alberta, Canada

Canada

David A. Hentschel
Tulsa, Oklahoma,
United States

The Honourable

A, Anne McLellan, P.C.
Edmonton, Alberta,
Canada

Richard M, Thomson, O.C.
Toronto, Ontario,
Canada

S. Barry Jackson Kevin J. Jenkins
Calgary, Alberta, Calgary, Alberta,
Canada Canada

Eric P. Newell, O.C. Thomas C. QO'Neill
Edmonton, Alberta, Toronto, Ontario,
Canada Canada

John M. Willson Victor J. Zaleschuk
Yancouver, Calgary, Alberta,
British Columbia, Canada
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Head Office

801 - 7th Avenue SW

Calgary, Alberta, Canada T2P 3P7
T 403.699. 4000

F 403.699.5800
www.nexeriwinc.com

Investor Relations Contact

Sean Noe, PEng |

T 403.699. 4494

F 403.699. 5730
sean_nce@nexeninc.com'! |

Annual General and Special Meeting

11:00 a.m. M.T. I
Thursday, April 26, 2007
Fairmont Palliser Hotel
Calgary, AI:oerta, Canada |

I !
Expected Earnings Release Dates

Q1 April 26, 2007 ‘ !
Q2 July 12 2007 |

Q3 Octobér 24, 2007

Q4 Februa:ry 14, 2008

Stock Symbol—NXY | !

Toronto Stock Exchange CI' SX)
New York Stock Exchange (NYSE)

|
l I
7.35% Supordinated Notes
TSX—NXY:PR.U !
NYSE—NXYPRB ‘ |
\

Preferred lSecurmes

Feedback: Please email your feedback
to annual_report@nexeninc.com
or phone 403.699.5821. :
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Common Share Transfer Agent
and Registrars

CIBC Mellon Trust Company
Calgary, Toronto, Montreal and
Vancouver

Mellon Investor Services, LLC
New York, NY

Dividend Reinvestment Plan

The offering circular (and for

US residents, a prospectus) and
authorization form may be obtained
by calling CIBC Mellon frust Company
at 1.800.387.0825 or at
www.cibemellon.com.

Auditors

Deloitte & Touche LLP
Calgary, Alberta, Canada

Website

Visite our website, www.nexeninc.com,
for additional mformatlon including
news releases, investor presentatlons
quarterly reports, confqrence call scripts,
our ethics policy and mere.

Other Reports

Check out our investoritoolkit at
WWW.Nexening.comvinvestors to view
our Proxy Circular, Sustamab\hty Report
and StatlstlcaIfSuppWement Alternatively,
hard copies may be ordered by calling
403.699.5931.

Operating Entities

Canada
Nexen Qil Sands Partnership

United States
Nexen Petroleum Offshore U.S.A. Inc.
Nexen Petroleumn U.S.A. Inc.

International
Canadian Nexen Petrcleum

East Al Hajr Ltd.
Canadian Nexen Petroleum Yemen
MNexen Ettrick UK. Limited
Nexen Exploration Norge AS
Nexen Exploration U.K.-Limited
Nexen Petroleum Colombia Limited
Nexen Petrcleurn Nigeria Limited
Nexen Petroleum U.K. Limited

Marketing

Nexen Energy Marketing Europe Limited
Nexen Energy Marketing Lendon Limited
Nexen Marketing '
Nexen Marketing International Ltd.
Nexen Marketing Singapore Pte. Ltd.
Nexen Marketing U.5.A. Inc.

Chemicals

Canexus Chemicals Canada
Limited Partnership

Canexus U.S. Inc.

Canexus Quimica Brasil Ltda.

Conversions

Natural gas is converted at 6 mcf
per equivalent barrel of ail.
Dollar Amounts

in Canadian dollars unless
otherwise stated.




Officers

Francis M. Saville, Q.C. Laurence Murphy Michael J. Harris
Chair of the Board Senior Vice President, Controller
international Oil and Gas
Charles W. Fischer Una M. Power
President and Chief Executive Officer Douglas B. Otten Treasurer
Senicr Vice President,
Marvin F. Romanow United States OQil and Gas Rick C. Beingessner
Executive Vice President Assistant Secretary
and Chief Financial Officer Roger D. Thomas
Senior Vice President, Sylvia L. Groves
Nancy F. Foster Canadian Oil and Gas Assistant Secretary
Senior Vice President, Human Resources “
and Corporate Services Gary H. Nieuwenburg For more information on our officers
Vice President, Synthetic Crude and directors, please see Item 10 in
John B. McWilliams, Q.C. our Form 10-K.
Senior Vice President, General Counsel Kevin ). Reinhart
and Secretary Vice President, Corporate Planning

and Business Davelopment

Forward-Looking Statements

Certain statements in this report constitute " forward-looking statements” within the meaning of the United States Prvaie Securities {itigation Reform Act of 1995, Section 21E of the United
States Securities Exchange Act of 1934, as amended, and Section 274 of the United States Securities Act of 1933, as amended. Such statements are generally identifiable by the terminology used
such as “intend”, "plan”, "expect”, “estimate”, "budget”, "outlook” or other similar words, and include statements refating 1o future production associated with our coalbed methane, Aspen,

Long Lake, Syncrude, North Sea, West Africa and other projects

The forward-locking slaements are subject to known and unknown risks and uncertainties and other factors which may cause actual results, levels of activity and achievements to differ materially
from those expressed or implied by such statements. Such faciors include, among others: market prices for oif and gas and chemicals products; the ability to explore, develop, produce and transport
crude oil and natural gas to markets; the results of exploration and development drilling and related activities; fareign-currency exchange rates; econamic condilions in the countries and regions
where Nexen carries on business; actions by governmental authorities including increases in Laxes or royatues, changes in environmental and other laws and regulations; renegotiations of contracts;
results of litigation, arbitration or requlatory proceedings; and pelitical urcertainty, including actions by terrerists, insurgent or other groups, ar other armed conflict, induding conflict between
states. The impact of any one factor on a particular forward-looking statement is not determinable with certainty as such factors are interdependent upon other factors, and managernent’s course
of action would depend on its assessment of the future considering alt information then available. Any statements as to possible future prices, future production levels, future cost recovery il
revenues from our Yemen operations, future capital expenditures and their allocation to exploration and development activities, future asset dispositions, future sources of funding for aur capital
program, future debt devels, future cash flows, futuse drilling of new wells, ultimate recoverability of reserves, expected tinding and development costs, expected operating costs, future demand
Tor chemicals products, future expenditures and future allowances relating to enviranmental matters and dates by which certain areas will be developed or will come on stream, and changes in
any of the faregoing are forward-looking statements,

Although we believe that the expectations conveyed by the forward-locking statements are reascnable based on information available to us on the date such forward-looking statements were
made, no assurances can be given as to future results, levels of activity and achievements. Readers should also refer to Items 7 and 7A in our 2006 Annual Report on Form 10-K for further discus-
sion of the risk factors,

Cautionary Note to U5 Investors-—The United States Securities and Exchange Commission {SEC) permits ail and gas companies, in their filings with the SEC, 1o discuss only proved reserves
that are supported by actual production or conclusive formation tests to be econormically and legally producible under existing economic and operating conditions In this report, we may
refer 10 “recoverable reserves”. “probable reserves” and “recoverable rescurces” which are inherently more uncertain than proved reserves. These terms are not used in our filings with the
SEC. Our reserves and related performance measures represent our working interest before royalties, unless otherwise indicated. Please refer to our Annual Report on Form 10-K for further
reserve disclosure.

In addition, under SEC regulations, the Syncrude oil sands operations are considered mining activities rather than oil and gas activities. Production, reserves and related measures in this report
include results from the Company's share of Syncrude.

Cautionary Note to Canadian Investors—Nexen is required to disclose oil and gas activities under National instrument §1-101—Standards of Disclosure for Oif and Gas Activities (i 57-101).
However, the Canadian securities regulatory authorities (CSA) have granted us exemptions from certain provisions of NI 531-101 to permit US style disclosure. These exemptions were sought
because we are a US Securities and Exchange Commission (SEC) Registrant and our securities regulatory disclosures, induding Form 10-K and other related forms, must comply with SEC require-
ments. Our disclosures may differ from those Canadian companies who have not received similar exemptions under NI 51-101.

Please read the “Special Note to Canadian Investors” in Item 7A in our 2006 Annual Repert on Form 10-K, for a summary of the exemption granted by the C5A and the major
differences between SEC requirements and NI 51-101. The summary is not intended to be all-inclusive or to convey specific advice. Reserve estimation is highly technical and
requires professional collaboration and judgment. The differences between SEC requirements and NI 51-101 may be material,

Qur probable reserves disclosure applies the Society of Petroleum EngineersWorld Petraleum Council [SPEAWPC) definition for probable reserves. The Canadian Oif and Gas Evaluation Handbook
states there should not be a significant difference in estimated probable reserve quantities using the SPEAWPC definition versus NI 51-101,

In this report, we refer to oif and gas in common units called barrel of ol equivalent (boe). A boe is derived by converting six thousand cubic feet of gas to one barret of oil (6mcf:1bbl). This
conversion may be misleading, particularly if used in isolation, since the 6mcf: 1bbl ratio is based on an energy equivalency at the burner tip and does not represent the value equivalency at the
well head,




- . . ' - e 2 e e R ol !
= Ly : .- ‘ o L vfamee Tt e Y L2y G e R by
I g . e - REFIET VSN S R S "ﬁﬂ‘“"'s ¥irst et ?'
T ' — hkadal - 3T SRRt L1 R L ol Y. P ' oA
e - - ' "

-
= . AR Y P




o ’
- L PV W

s O T S v
Vi %."(..a f3‘-;-_;_ f.'_“o‘,rq;a i
. L TN
* p i Y

K

=K

;ul«:l-z.{:

iy, :;;é.f‘lr_ )

il
B

e —

i\

“ oy
Ly I
| § Aginats Srpiais Yo
v, ) = o
e 4 AL WK o\
\ . L
t

o =

* har )
X i T e
;?{‘-ﬁlﬂ . i Ry ppAlY! s
SN N O 4
ad
LT e A EO N U/ TN La ol

i 3 T e e e T
il 20 . "

Yo b e,

COSTT T

i v
i

[0 YRLE; O
ki Coe oy




[NEren T canatiant based goballenergylcompany,

600 - 7 Avans SW
GalgaryYalberia¥canadal
\12p)3E7
1203769972000
G

www.nexeninc.com

& o




